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SOCIAL SECURITY: DO WE HAVE TO ACT
NOW?

THURSDAY, FEBRUARY 3, 2005

U.S. SENATE,
SPECIAL COMMITTEE ON AGING,
Washington, DC.

The committee convened, pursuant to notice, at 2:06 p.m., in
room 628, Dirksen Senate Office Building, Hon. Gordon H. Smith
(chairman of the committee) presiding.

Present: Senators Smith, Martinez, DeMint, Kohl, Lincoln, Car-
per, Nelson, and Clinton.

OPENING STATEMENT OF SENATOR GORDON SMITH,
CHAIRMAN

The CHAIRMAN. I will call to order this hearing of the Senate
Special Committee on Aging.

Today’s hearing is its first on Social Security in the 109th Con-
gress. This is the beginning of a series of hearings this committee
will hold on Social Security in the coming months. Anyone who lis-
tened to the State of the Union Address knows that this is Topic
A on the Hill right now.

It is with great hope that we convene as colleagues to examine
this program, for we are truly at a unique crossroads as a nation.
Social Security has been the most successful endeavor by govern-
ment in attempting to assure income security for the elderly and
the disabled and no other program has served the nation’s seniors
so effectively for so long.

Now itself at age 65, Social Security is a mature program, and
as with anything that has evolved over so many years and touched
the lives of so many Americans, the complexity of determining how
to assure its continuance as an effective base of retirement and dis-
ability income for future generations cannot be understated.

Social Security is the cornerstone of the nation’s multi-faceted re-
tirement system, and as we will hear from the exchange among our
witnesses today, how best to proceed involves more than examining
how two trust funds can be brought into balance over the next 75
years. The first of the baby boomers are only a few years from en-
tering the ranks of senior citizens and the challenges that their
swelling numbers will place on this and other vital programs of
government are enormous.

The President’s willingness to confront these issues, to take the
lead, gives us a rare and perhaps small window of opportunity to
set partisan differences aside, wherever possible, and attempt to
achieve what many in recent years have felt was unreachable,
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greater retirement security not just for today’s seniors, but for our
children and our grandchildren.

I am pleased that we are starting off this series of hearings with
the heads of Congress’ own support agencies. CBO and GAO have
been reviewing and studying the problems of Social Security in a
nonpartisan fashion for many years and their work has been and
remains a vital tool in assisting the Congress in its consideration
of these issues.

Before we proceed, I am pleased to turn to my colleague, the
ranking member of this committee, Senator Herbert Kohl of Wis-
consin, and I know he has some remarks of his own. Senator Kohl.

OPENING STATEMENT OF SENATOR HERB KOHL

Senator KOHL. I thank you, Mr. Chairman, and we welcome our
distinguished witnesses here today.

Today, this committee will address the issue of Social Security,
which the President pushed to the very top of the national agenda
last night in his State of the Union address. I want to make very
clear that while Social Security faces financial challenges in the fu-
ture, it is clearly and indisputably not broke. Even using the most
conservative estimates on economic growth for the next 40 years,
Social Security will continue to be able to pay full benefits to sen-
iors that have earned and deserve those benefits.

It is important to remember that Social Security has been one of
the most successful programs, as Senator Smith said, in our na-
tion’s history. This program has reduced poverty among the elderly
from what it was in the 1930’s, almost 50 percent, to 10 percent
today. It has helped seniors live out their retirement years in more
comfort and security than otherwise would have been possible or
even dreamt of. So as we work to strengthen Social Security, we
need to be careful to mend it and not to break it.

We have all heard the arguments that Social Security will be
broke, bankrupt, and not able to pay benefits to future retirees, but
factually, that is not so, for even if we did nothing to fortify the
program, which, of course, is not an option that we intend, but
even if we did nothing, Social Security would be able to pay 78 per-
cent of benefits in the year 2052. I believe that CBO will confirm
that very important fact today.

We need to take steps to strengthen and mend Social Security
so that its promise of a secure retirement is just as real for seniors
in the future as it has been for seniors up until today. But those
who want to radically change Social Security need to clearly ex-
plain why we should so demonstrably alter a program that has
been so successful and has kept so many seniors out of poverty
over the years.

It is also important to point out that under the President’s pro-
posal, as has been explained so far, people are not given a choice
between keeping what they have today or starting new private ac-
counts. But whether you choose a private account or not, the Presi-
dent’s plan apparently requires significant cuts in the guaranteed
benefit that seniors have come to rely on in their retirement.

There are a variety of options to choose from to make Social Se-
curity solvent far into the future. We need to start considering
those options so we can protect Social Security for the seniors of
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today and tomorrow. We need to have an honest dialog that gives
us the real picture of Social Security’s finances and challenges. We
look forward to this hearing with the hopes that we can begin to
accomplish exactly that.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Kohl.

Senator Carper, do you have an opening statement?

OPENING STATEMENT OF SENATOR THOMAS CARPER

Senator CARPER. I do, Mr. Chairman. Thank you very much. It
is good to be here with you and Senator Kohl and see our witnesses
here. We look forward to your testimony. I am going to be called
out to another meeting here in just a few minutes, but I want to
hear at least the beginning of your remarks, so I will be brief.

I was elected to the U.S. House of Representatives in 1982 and
was sworn in on January 3, 1983. One of the first things I learned
as I was looking for the men’s room was that we had a crisis with
regard to Social Security, not a long-time challenge, which is what
I think we face today with respect to Social Security, but a real cri-
sis. The system was going to run out of money soon if we did not
act.

Ronald Reagan was President then, and a year or so before I was
elected, he and Tip O’Neill got together on an idea. They created
a true bipartisan commission and their Commission, I think, with
a number of members appointed by the President and at least as
many members, maybe even more members appointed by the
Democratic leaders of the House and the Senate. You may recall
that those members included Alan Greenspan, who I think was the
Co-Chairman of the Commission. They included Senator Bob Dole,
my colleague Claude Pepper from Florida, and a number of other
wise men and women.

They came back to us in 1983 with a whole laundry list of rec-
ommended steps to take to shore up Social Security well into the
21st century, and very much in a political environment, a highly
charged political issue, we adopted those recommendations almost
lock, stock, and barrel.

The outcome of those actions with Social Security was it was
strengthened, as Senator Kohl says, well into this century, to prob-
ably the middle part of this century.

We have had an experience with another bipartisan commission
more recently that was created on the heels of 9/11 and chaired by
Governor Tom Keane and by my former colleague in the House,
Congressman Lee Hamilton, a highly regarded Republican and
Democrat, surrounded by folks who were Democrat and Repub-
lican, selected by the President and some by our Democrat leaders,
but they did great work, I think, for this country, and led us
through last year, literally an election year, certainly a highly
charged election year, to a consensus around the steps that we
needed to take, 40-some recommendations. In the end, we adopted
almost all of them.

I don’t know if maybe we couldn’t take a play out of the playbook
of a couple of really good politicians, Ronald Reagan and Tip
O'Neill, in this decade and apply it, again, not to a crisis but to a
challenge that we face, a long-term challenge that we face in Social
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Security, and take a page out of our playbook from last year where
we created the 9/11 Commission.

I don’t know that Democrats or Republicans or any others should
be knee-jerk opponents of creating private accounts, but if we are
going to do that, or examine that or support that, I think we need
to agree on a couple of basic principles and one of those is we are
not going to do so in a way that increases our nation’s debt. It is
all well and good we talk about giving young workers the oppor-
tunity to set aside monies to save for their retirement, but at the
same time, increasing the debt, the burden of debt that they are
going to inherit, is not what we should be about.

Further, I don’t believe we should be doing this at a time and
in a way that would reduce the benefits for those senior citizens
who are going to be looking for them, either now or a few years
down the road.

Let me close with this, Mr. Chairman, if I could. I have just come
from a meeting where folks were discussing options if we are ever
to further explore not only how to shore up Social Security well be-
yond the middle of this century, but also to allow people to either
establish accounts that are add-ons, which is what I, frankly, favor,
or some would suggest a carve-out.

Among the approaches that have been suggested, I think Senator
Lindsey Graham has suggested that we help put Social Security on
a sounder footing and enable a new benefit by raising the cap that
now exists. We pay the payroll tax on income up to about, I want
to say $90,000, but it has been suggested that we increase that. I
think I have heard Chairman Greenspan talk about whether or not
we should apply the CPI, Consumer Price Index, to the annual ben-
efit and use that as the annual benefit increase each year instead
of the wage index.

I think President Bush said last night in his address, “I don’t
know if it was Congressman Tim Penny, my former colleague, good
friend, or former Senator Moynihan about indexing the full retire-
ment age with life expectancy.” As we live longer, live healthier
lives, maybe we could do that.

Someone suggested at a lunch meeting where I was that maybe
we should consider allowing Social Security to invest certainly not
all or not the lion’s share of the trust fund monies in equities, not
just in U.S. Treasury obligations, but some portion could be in eq-
uities, as well, which is what we do with our pension funds in the
State of Delaware and, frankly, in a lot of other places.

So those are all things that are on the table. I wanted to put
them on this table, Mr. Chairman and my colleagues, and I thank
you for the chance to do that and we welcome you today. Thank
you.

The CHAIRMAN. Thank you, Senator Carper. I don’t think you put
anything on the table that the President didn’t put on the table
last night.

Senator Nelson, you arrived next. Do you have an opening state-
ment?
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OPENING STATEMENT OF SENATOR BILL NELSON

Senator NELSON. Speaking of that, I wish that our distinguished
panel, who I have had the pleasure of hearing both of you in these
past couple of days, might clarify for us on what was changed in
what the President said and what the White House put out with
regard to what had been put out by the White House previously in
the press. We don’t know the details of the President’s plan, but
some additional information was released yesterday and I would
like that to be filtered through the eyes of both of you and give us
your interpretation and how that would affect the ultimate final
product.

It is no secret, Mr. Chairman. I have made a couple of fairly de-
finitive statements this week, both in Florida and here on the Sen-
ate floor, that I am not going to support anything that is going to
be a huge transfer of new debt out of the Social Security Trust
Fund, nor am I going to support something that will have a dimi-
nution of the benefits. Now, I agree that everything ought to be on
the table and if everything is on the table, then we can start real-
istically picking and choosing.

I will just close by saying that I, too, was a Member of Congress
when one of the finest examples of bipartisanship has ever been
rendered in American history, and that was when Ronald Reagan
and Tip O’Neill decided that they were going to save Social Secu-
rity in the early 1980’s. They appointed this Commission, and it
was bipartisan, and as a result of that, they came to an agreement
and then they came to another very significant agreement, that no-
body was going to play “gotcha” politics and that there was not
going to be used the final result, which was a give and take in the
process of compromise, otherwise known as consensus building,
that they were not going to use that to someone’s disadvantage in
the coming election. They honored that agreement and that is why
we had the saving of Social Security back in the 1980’s.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator DeMint.

OPENING STATEMENT OF SENATOR JIM DEMINT

Senator DEMINT. Mr. Chairman, I really appreciate you holding
this hearing. Obviously, the timing is perfect, as the President
threw out a challenge to us and to the Nation last night to fix So-
cial Security. The difficulty has been that there are so many dif-
ferent understandings of Social Security, how it works, the condi-
tion it is in. In groups that I speak to, it continues to amaze me,
even people in Congress who have a completely different view of
things like the trust fund and how the trust fund is going to pay
for the program.

I appreciate the folks who turn the numbers here to talk to us
and I would hope you would speak to us in as clear of terms as
you possibly can and correct me if I am wrong.

My understanding is that within about three years, and maybe
CBO has a little different numbers, but within three years, this
Senate and its 10-year budget forecast will have to begin to include
billions of dollars that go from the general fund to supplement So-
cial Security benefits, and I think you need to tell us if that is true.
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There are so many people here who seem to think we can still put
this off for decades when, if in 2018 or maybe it is 2020, I think
the first year it is $16 billion, the next year it is $30-something bil-
lion, and within a relatively short period of time, we are talking
hundreds of billions of dollars a year that we have to take from the
general fund to supplement payroll taxes in order to pay benefits.
I hope I am wrong, but if you gentlemen are here to tell us what
the numbers are really like, I hope you will straighten that out.

I hope you will also explain, again, if I understand it correctly,
that the Social Security Trust Fund is merely a bookkeeping of how
much money that has been borrowed from the Social Security and
spent on other things, that there are no real assets in the Social
Security Trust Fund, that there are no assets that can actually pay
a benefit, that we have to make up every dollar in the trust fund
with an exact replica from the general fund. It is one pocket to an-
other.

So I think if you can help us clarify the problem, and I agree
with my colleague, Senator Carper, that all ideas should be on the
table for a solution. But Social Security is a promise we should
keep. It is not like another government program that we make up
and start spending something on. This is money that we have
taken from people over the years in return for the promise of some
security in their retirement.

I don’t think the problem with Social Security is that the benefits
are too high now. I don’t think that the problem is that the taxes
are too low. From the math that I have seen on this, if we could
even save half of what people have been putting into Social Secu-
rity, that even the lowest-income American worker would be a mil-
lionaire, if not close to it, if it was actually saved and invested in
a government bond. That may not be exactly correct, but I know
there would be a lot more money than there is now.

But the first step in solving a problem is realizing we have one,
and if you could help us clarify that today, I think you would do
a great service to us and to the country so that we then, as col-
leagues, could sit down and say, we do have a problem, and when
that problem begins is actually in three or four years. Then, I think
we can put our best ideas together and come up with something
that works for the future of this country.

Thank you, Mr. Chairman. I yield back.

The CHAIRMAN. Thank you, Senator DeMint.

Senator Martinez.

OPENING STATEMENT OF SENATOR MEL MARTINEZ

Senator MARTINEZ. Thank you, Mr. Chairman. I wanted to thank
you and Senator Kohl for holding this hearing and I also wanted
to just thank you for allowing me to be a part of this committee.
I am looking forward to serving here with you and to dealing with
the important issues of aging in America, many of which I have
been interested in for some time, particularly housing as people
age.

I also want to say it has been a pleasure in the past to work with
Mr. Walker and I look forward to hearing from you today, as well.

Mr. Chairman, I believe that the solvency of Social Security af-
fects all Americans in every walk of life. I do believe that there is
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uncertainty regarding the funding for Social Security and I look
forward to hearing the testimony here today on the issues before
us and working with the committee in a bipartisan fashion to take
steps that will perhaps help guide Social Security toward a solid
financial footing and ensure it be there for the future.

I think it is also vitally important that no matter what steps we
take, as Senator DeMint was just saying, that we keep the prom-
ises made to seniors, those that are currently collecting Social Se-
curity benefits.

I was so pleased last night for President Bush to speak so clearly
to the fact that those that are 55 years of age and older will see
no change and that our sacred trust and sacred bond to them will
be kept, and whatever we do to secure and ensure the system there
for a future generation, that it doesn’t impact them.

Tomorrow, I am going to be in Florida visiting in Sun City Cen-
ter, one of our large retirement communities, with my foster par-
ents, dear people to me who took good care of me at a time in my
life when I was in desperate need of help. For them in their years
of now vulnerability to illness and what not, they and people like
them don’t need to worry. It isn’t fair to say that they are threat-
ened or that they are under some sort of a threat to lose their ben-
efits or have a change that is going to dramatically impact their
lives. That is just not what we are about to do or we are talking
about doing or what the President’s plan, I think, clearly in any
way will imply.

I think another thing that I would like to stress as we delve into
this debate is that it doesn’t appear to me, as I have studied the
issue, that doing nothing is responsible. Simply saying there is not
a problem, we will deal with it, or someone else will deal with it
another day at another time, that is not an acceptable or really a
responsible track to follow.

So I would look forward to hearing from the witnesses today and
then with my colleagues on both sides of the aisle, working toward
crafting, as I think Senator Nelson has stressed so appropriately,
in a bipartisan way a solution to this problem so that we can en-
sure a safe and strong retirement for the next generation, as well.

The CHAIRMAN. Thank you, Senator Martinez, and we will have
some housing hearings, as well, so we look forward to those.

Ladies and gentlemen, our first panel consists of Douglas Holtz-
Eakin. He is the director of the Congressional Budget Office here
in Washington, DC. He will be followed by David Walker, comp-
troller general of the Government Accountability Office, also here
in Washington, DC.

Doug, you are up first.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Mr. HoLTZ-EAKIN. Mr. Chairman, Senator Kohl, members of the
committee, thank you for having the Congressional Budget Office
here today to discuss this important issue.

In my opening remarks, I thought I would focus on three things.
I will spend a few minutes discussing the outlook for Social Secu-
rity under current law so that in the interests of helping Senator
DeMint, we can have the same sets of facts at our disposal, and
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then set the problem in the larger context of budgetary pressures
facing the United States and economic policy issues going forward.
Finally, I thought I would close with a few illustrative examples of
the relative impacts of moving sooner versus later in addressing
the Social Security financing problem.

The outlook for Social Security under current law is in the dia-
gram before you. The dotted line are dedicated receipts into Social
Security. At the moment, those receipts lie above the outlays for
benefits to retirees. Beginning in 2008, the leading edge of the baby
boom generation will be eligible to retire. Shortly thereafter, the
surplus of receipts in excess of outlays which are currently avail-
able to the remainder of the Federal budget will begin to diminish,
and at that point, the cushion provided by the Social Security pro-
gram will diminish thereafter until roughly 2020, at which point
the system will take in approximately as much as it sends out.
Dedicated taxes in will match benefit payments going out.

In the decades to follow, under law, the accounting mechanism
called the trust fund will indicate that benefits may be paid. The
benefits paid will exceed receipts coming in. That gap will be made
up by funds provided from elsewhere in the overall Federal budget,
whether they be lower spending, higher taxes, or borrowing from
the public, until in 2052, under our estimates, the trust fund will
exhaust. There will no longer be the authority to pay full benefits.
There will be an across-the-board cut of roughly 20, 22 percent in
our estimates.

At that point, at least some form of the program is sustainable
indefinitely, where benefits are paid out equal to dedicated taxes
coming in for the remainder of the current law scenario. That, of
course, does not match expectations for benefits as scheduled under
law, if we go to the next chart.

You can see that under current law, outlays for benefits, benefits
scheduled under current law, those that would be calculated given
individuals’ working histories and payable under the program, ex-
ceed dedicated revenues for the foreseeable future. In terms of the
magnitude of the problem, that is in the eye of the beholder. It is
inevitably the case that with the outlays above the revenues, one
must somehow add up that gap, year by year, over longer horizons,
and most of the computations of the size of the Social Security
problem are some variant of that calculation.

In terms of when it hits, that, of course, depends on when one
views the pressures as becoming most pertinent, whether it was
when the surplus begins to diminish, whether it is the case when
cash-flow deficits begin, or whether it is the case when automatic
benefit reductions might come into play.

Finally, there are at least two different notions of “fixed” that
float around in this discussion. From the broad budgetary point of
view, one notion of fixed would be when those two lines coincide,
so that Social Security as a stand-alone program for the indefinite
future would be able to finance itself and would require no help
from the remainder of the budget. Alternative measures of fixed
look at measures of trust fund balance, which may or may not also
necessitate some transfers from the remainder of the general fund.

Now, clearly, Social Security is an important policy issue in its
own right. The program has a long and important history as a part
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of economic and social policy. But it fits in a larger budgetary pic-
ture which is quite pressing. Indeed, the rising payments for Social
Security, those which coincide with the retirement of the baby
boom generation, pale in magnitude when compared to the likely
outlays for the health programs, Medicare and Medicaid.

Over this same period, Medicare and Medicaid start at roughly
the same place as Social Security, about four cents on the national
dollar. While Social Security rises to about 6% cents on the na-
tional dollar, Medicare and Medicaid under extrapolations of his-
tory could rise to as high as 20 percent the size of the current Fed-
eral budget. No one believes that anything like that is even plau-
sible, so it is typically the case that one assumes a more moderate
growth rate going forward. In those scenarios, Medicare and Med-
icaid typically rise to 12 percent of GDP, or over half the size of
the current Federal budget.

Needless to say, the Social Security issues evolve in the context
of rising budgetary pressures. To the extent that funds are nec-
essary from the rest of the budget to sustain Social Security, they
will compete with those funds, for those funds, with ever-larger de-
mands in other areas.

That suggests that from the point of view of solving this problem,
it may be desirable to move sooner versus later, and indeed, one
way to think about this is that current law is a de facto wait and
reform strategy. Putting the program on autopilot means that you
go until 2052, at which point, by law, the program is brought into
balance through an across-the-board benefit cut.

Alternatively, one could move proactively and sooner. That could
have effects at the level of both the individual and in the aggre-
gate. The next chart.

To get a flavor of this, we included in the testimony, and I would
be happy to discuss at greater length, a comparison of benefits as
scheduled under current law with those benefits that would be pay-
able if one were to take a very mechanistic approach to the existing
Social Security program. I emphasize that this is for illustrative
purposes only. It is a 10-percent reduction in retirement benefits
at the point of retirement and is done in that mechanistic and sim-
ple fashion just to give you a sense of magnitude, not as a sugges-
tion of a solution.

But one can see that if you move that 10 percent cut up to 2012
and thus affect those individuals who are—instead of waiting for
a sudden benefit cut in 2053 affect those who were born in the
1950’s, it will be possible to pay higher benefits compared to what
would have happened with the cut for those in the later genera-
tions and that is the tradeoff for having lower benefits for those
workers who are older at the moment.

So there is a clear tradeoff at the level of the individual that has
budgetary consequences, but it is also very important for economy
policy. Social Security affects incentives to work. It affects incen-
tives to save. Both the program and its reform will have large eco-
nomic consequences. Those consequences will be felt in the aggre-
gate, as well.

To the extent that such a mechanistic move earlier approach
were instituted and nothing else changed in the Federal budget,
the advantages of moving in 2012 would manifest themselves as
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less pressure to borrow from the public and less cumulative debt
outstanding. The light blue line shows the benefits of moving in
2012. The darker line, waiting a decade and moving with the same
size cut.

In any event, moving sooner reduces overall borrowing, leaves
less debt in the hands of the public. For the broad performance of
our economy, less Federal borrowing transforms itself into higher
national saving, a greater capacity to produce goods and services,
and a higher standard of living going forward.

So the tradeoffs involve benefits higher for those later if lower for
those in the present and an economy that can perform better in the
near term than would be otherwise. These are important issues in
thinking about the issue of Social Security, not only in its totality
but when it is best to move and to put it into long-term sustain-
ability.

I thank you for the chance to be here today.

The CHAIRMAN. Thank you very much.

[The prepared statement of Mr. Holtz-Eakin follows:]
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Chairman Smith, Senator Kohl, and Members of the Committee, thank you for
the opportunity to testify on the future of Social Security. In evaluating possible
changes to the Social Security system, it is important to consider not only the
implications for the program itself but also for the federal budget and the United
States’ economy.

The Budgetary Context

If current spending and tax policies do not change, the aging of the baby-boom
generation, combined with rising health care costs, will cause a historic shift in
the United States’ fiscal situation. Consistently large annual budget deficits would
probably lead to an ever-growing burden of federal debt held by the public. As
the government claimed an increasing share of national savings, the private sector
would have less to invest in creating new business equipment, factories, technol-
ogy, and other capital. That “crowding out” would have a corrosive and poten-
tially contractionary effect on the economy. Although placing federal fiscal policy
on a sustainable path will not be easy, the sooner that policymakers act to do so,
the less difficult it will be to make economic and budgetary adjustments.

Outlays for mandatory programs have increased from less than one-third of total
federal spending in 1962 to more than one-half in recent years. Most of that
growth has been concentrated in Social Security, Medicare, and Medicaid. To-
gether, those programs now account for about 42 percent of federal outlays, com-
pared with 25 percent in 1975. The aging of the population will accelerate that
trend.

The aging of the baby-boom generation is the beginning of a significant, long-
lasting shift in the age profile of the U.S. population, which will dramatically alter
the balance between people of working age and retirees. Over the next 50 years,
the number of people ages 65 and older will more than double, whereas the num-
ber of adults under age 65 will increase by less than 20 percent.’

As a result, the Social Security trustees project that the number of workers per
Social Security beneficiary will decline significantly over the coming decades:
from about 3.3 now to 2.0 in 2050. Unless immigration or fertility rates change
substantially, that figure will continue to decrease slowly after 2050 as longevity
continues to grow. The interaction of that growth in the retired population with
the current structure of the Social Security program leads the Congressional Bud-
get Office (CBO) to project that the cost of Social Security benefits will rise from
4.2 percent of gross domestic product (GDP) now to 6.4 percent in 2050.

i For a more extensive discussion, see Congressional Budget Office, The Long-Term Budget
Outlook (December 2003) and The Outlook for Social Security (June 2004).
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Over the same period, health care costs are likely to continue to grow faster than
the economy. Between 1960 and 2001, the average annual growth rate of national
health expenditures exceeded the growth rate of GDP by 2.5 percent.

Driven by rising health care costs, spending for Medicare and Medicaid is in-
creasing faster than can be explained by the growth of enroliment and general
inflation alone. If spending per enrollee were to grow 2.5 percent faster than per
capita GDP in the future, federal spending for Medicare and Medicaid would rise
from 4.2 percent of GDP today to about 21 percent of GDP in 2050—roughly the
current size of the entire federal budget. The Medicare trustees assume that the
difference between the growth in spending per enrollee and the growth in GDP
will gradually decline to 1 percent, on average; however, even at that rate, federal
spending for Medicare and Medicaid would almost triple—to about 12 percent of
GDP—by 2050.

Unless taxation reaches levels that are unprecedented in the United States, current
spending policies will probably be financially unsustainable over the next 50
years. Policy changes that restrict the growth in retirement and health programs
will be necessary even if outlay growth slows for defense, education, transporta-
tion, and other programs funded through discretionary appropriations. The pro-
jected imbalances will occur under all but the most favorable assumptions about
the aging of the population and the growth of health care costs.

Together, the growing resource demands of Social Security, Medicare, and
Medicaid will exert pressure on the budget that economic growth alone is unlikely
to alleviate. Moreover, issuing ever-larger amounts of debt or dramatically raising
tax rates could significantly reduce economic growth. Consequently, policy-
makers face choices that involve reducing the growth of federal spending, in-
creasing taxation, boosting federal borrowing, or some combination of those three
approaches.

The Outlook for Social Security

Tracing the likely path of Social Security spending under current law may provide
some insight into the timing and magnitude of the program’s budgetary impact. In
2008, the leading edge of the baby-boom generation will become eligible for
early retirement benefits. Shortly thereafter, the annual Social Security surplus
—the amount by which the program’s dedicated revenues exceed the benefits
paid to recipients—will begin to diminish (see Figure 1). That trend will continue
until about 2020, when Social Security’s finances will reach a balance, with the
revenues coming into the system from payroll taxes and taxes on benefits match-
ing the benefit payments going out. Thereafter, outlays for benefits are projected
to exceed the system’s revenues. To pay full benefits, the Social Security system
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Figure 1.

Social Security Revenues and Outlays as a Share of GDP

Under Current Law
(Percentage of GDP)
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Source: Congressional Budget Office.

Note: Based on the Social Security trustees’ 2004 intermediate demographic assumptions and CBO’s Janu-
ary 2005 economic assumptions. Revenues include payroll taxes and income taxes on benefits but not
interest credited to the Social Security trust funds; outlays include trust-fund-financed Social Security
benefits and administrative costs. Under current law, outlays will begin to exceed revenues in 2020;
starting in 2053, scheduled benefits will not be able 10 be paid.

will rely on interest on, and ultimately the redemption of, government bonds held
in its trust funds. At that point, the Treasury will have to find the money to cover
those obligations. Policymakers can provide that money in three ways: by cutting
back other spending in the budget, by raising taxes, or by increasing government

borrowing.

In the absence of other changes, the redemption of bonds can continue until the
trust funds are exhausted. In the Social Security trustees’ projections, that hap-
pens in 2042; in CBO’s projections, it occurs about a decade later, largely be-
cause CBO projects higher real (inflation-adjusted) interest rates and slightly
lower benefits for men than the trustees do. Once the trust funds are exhausted,
the program will no longer have the legal authority to pay full benefits. As a re-
sult, it will have to reduce payments to beneficiaries to match the amount of reve-
nue coming into the system each year. Although there is some uncertainty about
the size of that reduction, benefits would probably have to be cut by 20 percent to
30 percent to match the system’s available revenue.
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Figure 2.
Social Security Revenues and Outlays as a Share of GDP

with Scheduled Benefits Extended
(Percentage of GDP)
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Note: Based on the Social Security trustees” 2004 intermediate demographic assumptions and CBO’s Janu-
ary 2005 economic assumptions. Revenues include payroll taxes and income 1axes on benefits but not
interest credited to the Social Security trust funds; outlays include Social Security benefits and ad-
ministrative costs.

The key message is that some form of the program is, in fact, sustainable indefi-
nitely. With benefits reduced annually to match available revenue (as they will be
under current law when the trust funds run out), the program can be continued
forever. Of course, many people may not consider a sudden cut in benefits of 20
percent to 30 percent to be a desirable policy. In addition, the budgetary demands
of filling the gap between benefits and dedicated revenues in the years before the
cut may prove onerous. But the program is sustainable from a financing perspec-
tive.

What is not sustainable is continuing to provide the present level of scheduled
benefits (those based on the benefit formulas that exist today) given the present
financing. Under current formulas, outlays for scheduled benefits are projected to
exceed available revenues indefinitely after about 2020 (see Figure 2). That gap
cannot be sustained without continual—and substantial—injections of funds from
the rest of the budget.
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The Impact of Social Security on the Federal Budget

I would like to make two points about Social Security in the larger context of the
total budget. First, Social Security will soon begin to create problems for the rest
of the budget. Right now, Social Security surpluses are still growing and contrib-
uting increasing amounts to the federal budget. But as explained above, those
surpluses will begin to shrink shortly after 2008, when the baby boomers start to
become eligible for early retirement benefits. As the rest of the budget receives
declining amounts of funding from Social Security, the government will face a
period of increasing budgetary stringency. By about 2020, Social Security will no
longer be contributing any annual surpluses to the total budget and, after that, it
will draw funds from the rest of the budget to make up the difference between the
benefits promised and payable under current law and the system’s revenues. As
noted previously, policymakers will have only three ways to make up for the
declining Social Security surpluses and emerging Social Security deficits: reduce
spending, raise taxes, or borrow more.

CBO’s projections offer some guidance about the potential impact of those devel-
opments on the budget. By CBO’s calculations, the Social Security surplus (ex-
cluding interest) will reach about $100 billion in 2007; but, by 2025, that surplus
is projected to become a deficit of roughly $100 billion (in 2005 dollars). That
$200 billion swing will create significant challenges for the budget as a whole.

Second, the stresses on the budget from Social Security will take place simulta-
neously with the even larger demands generated by Medicare and Medicaid.
Currently, outlays for Social Security benefits equal about 4 percent of GDP, as
does federal spending on Medicare and Medicaid. Social Security cutlays are
projected to grow to almost 6.5 percent of GDP by 2050, but, as discussed above,
spending on the two health programs is expected to grow substantially more.
Although Social Security will place demands on the federal budget, those de-
mands will coincide with much greater demands from Medicare and Medicaid.

Comparing the Projections of CBO

and the Social Security Trustees

The projections of the financial future of Social Security by both CBO and the
Social Security trustees are identical in character: under current law, the pro-
gram’s scheduled outlays will exceed its scheduled revenues over the next 50
years, and annual Social Security deficits will be large and growing over the long
term.” The projections differ only in numerical detail.

2. CBO released its most recent projections on January 31, 2005. See www.cbo.gov/showdoc.cfm?
index=6064&sequence=0. For the projections of the Social Security trustees, see The 2004 Annual
Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds (March 23, 2004), available at www.ssa.gov/OACT/TR/TR04/index.html.
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CBO has benefited from continued discussions with the Social Security actuaries.
CBO also appreciates the support the Social Security Administration has provided
to CBO’s efforts by sharing much of the data underlying the projections.

Under both sets of projections, outlays for Social Security will grow substantially
within the next decade. Looking out 20 years, outlays as a share of GDP will in-
crease by 32 percent under CBO’s projections; the trustees project slightly higher
growth of 36 percent in their 2004 report. Over the next 30 years, outlays will be
49 percent larger, CBO projects; the trustees project an increase of 51 percent.
The differences in projected revenues are somewhat larger, but both projections
show substantial imbalances. CBO projects that in 30 years, outlays will be 26
percent higher than revenues; the trustees project that they will be 33 percent
higher.

A bit more than half of the differences between the two organizations’ projections
stern from different modeling techniques; the rest result from varying economic
assumptions. CBO’s modeling techniques result in lower projected outlays than
the trustees’ do when using the same economic assumptions. CBO and the trust-
ees take different approaches to projecting the distribution of future beneficiaries’
earnings; that and other modeling differences cause CBO to project lower average
retirement benefits than the trustees do, especially for men retiring around 2020
and later.

Although CBO uses the same demographic assumptions as the trustees, its
long-term economic assumptions are consistent with the ones used in its 10-year
projections (see Table 1). CBO assumes slightly higher wage growth and lower
inflation. On net, those assumptions result in projections of outlays that are
slightly lower relative to GDP.

Table 1.
CBO’s and the Social Security Trustees’
Long-Term Economic Assumptions

(Percent)
CBO Social Security Trustees
Real Earnings Growth 1.2 1.1
Real Interest Rate 33 30
Inflation 22 28
Unemployment Rate 5.2 55

Source: Congressional Budget Office.
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Finally, CBO assumes a higher real interest rate than the trustees do. The interest
rate does not affect projections of annual outlays or revenues, but it is used as the
discount rate in calculations of the present value of future revenues and outlays.
Thus, CBO’s assumption of a higher interest rate places a lower weight on the
large deficits in the distant future and results in lower projected summarized bal-
ances. The assumption also results in higher interest being credited to the trust
funds, which results in a later projected trust-fund exhaustion date.

Reform Now or Later: The Economic and
Budgetary Effects of Postponing Action

The sooner efforts are made to address the long-term imbalance in the federal
budget—and in Social Security in particular—the less difficult the adjustments
will be. Currently, workers, employers, and beneficiaries face uncertainty about
the rules they will face in the future. Actions that resolve this uncertainty will al-
low them to more confidently plan how to work, save, spend, and hire. Resolving
uncertainty about the budgetary outlook for Social Security would also allow
policymakers to better understand future budgetary constraints when considering
other aspects of federal budget policy.

Economic growth is the principal engine to ensure that future needs, both public
and private, can be met. However, it is unlikely that the federal government will
“grow its way out” of budget imbalances. Implementing gradual action today
avoids the need for precipitous and disruptive action later—which could take the
form of either sudden, large reductions in benefits or sudden, large increases in
taxes, which can depress work effort and incentives to invest.

Phasing in programmatic changes allows for gradual accommodation, giving peo-
ple time to modify their expectations and to adjust their work and saving behav-
ior. For example, younger workers who learned that they would receive lower-
than-anticipated retirement benefits would have many years to respond. They
could work or save a little more each year. If the same benefit reductions were
announced as those workers neared retirement, they might be forced to make dra-
matic changes and still might not have time to accumulate sufficient savings.

One way to gauge the advantage of acting earlier is to examine potential changes
to the current pay-as-you-go Social Security program. As noted above, under cur-
rent law, CBO projects that the Social Security trust funds would become ex-
hausted in 2052; after that, the Social Security Administration would lack the au-
thority to pay full benefits and, without Congressional action, outlays would be
limited to annual revenues, which would be 22 percent lower than scheduled
costs. Put differently, current law constitutes a “wait and reform” strategy in
which beneficiaries in 2052 will actually get lower benefits than they are sched-
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uled to receive according to the current formula. In the interim, beneficiaries will
continue to receive scheduled benefits, and the program as a whole will contribute
hundreds of billions of dollars to annual budget deficits.

Alternatively, policymakers could reduce the benefits paid to earlier cohorts, for
example, by lowering benefits by the same fraction for all new beneficiaries. Un-
der such a policy, and assuming no other changes to federal outlays or revenues,
the reduced federal outlays would result in a smaller amount of debt held by the
public.

CBO has estimated the effects of a simple illustrative example: reduce all new
Social Security benefit awards by 10 percent—relative to those currently sched-
uled—beginning with people retiring or becoming disabled in 2012. This exercise
would lower benefits for retirees born in 1950 and later, thereby affecting many
more cohorts—including much of the baby-boom generation—than the “wait and
reform” policy.

In general, lifetime benefits for current workers—those now 25 or older—would
be lower under this policy than if no changes were made to the program. How-
ever, holding other government finances constant, such a change would allow
greater benefits to be paid to future generations. In Figure 3, which compares the
benefits that different generations would receive to those that are scheduled to be
paid according to the current benefit formula, the “current law” bars show the
benefits that would be paid if no changes were made to the law and all benefits
were reduced starting in 2053. The other set of bars demonstrates the effects of
acting earlier. The reduced benefits paid to earlier generations would result in
government savings, probably in the form of lower debt, that could be used to pay
higher benefits to future generations.

The conclusion of this analysis—that lower benefits for older workers would al-
low smaller reductions for future generations—is based on the notion that all
other tax policy and spending decisions are unchanged. If the savings from earlier
benefit reductions led policymakers to adopt tax policies that lowered national
saving, the money could not be used to moderate future reductions in benefits.
Similarly, if the lower unified deficits induced higher spending in other govern-
ment programs, there would be no extra resources for future generations to share.

Decreasing benefits by 10 percent beginning in 2012 would substantially reduce
debt held by the public (see Figure 4). Delaying action by 10 years would mean
higher benefits for retirees born in the 1950s. Allowing that group—approxi-
mately 40 million people—to avoid sharing in the burden of the benefit reduc-
tions would halve the savings that would be realized over the next 40 years. Alter-
natively, policymakers could achieve the same savings through more drastic ben-
efit reductions or tax increases borne only by younger generations.
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Figure 3.
Lifetime Social Security Benefits Under Current Law and
Under a 10 Percent Benefit Cut Beginning in 2012
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Source: Congressional Budget Office,

Growing federal debt would most likely slow the growth of investment in busi-
ness equipment, factories, and housing and thus would curb the growth of the
economy and, in the extreme, cause a sustained economic contraction.’ In con-
trast, any moderation in the growth of debt will generally lead to stronger eco-
nomic growth. However, even if different budgetary strategies—such as lowering
benefit payments to the elderly or raising taxes—had identical effects on govern-
ment debt, they would have varying effects on how much people chose to save
and work. For example, one would expect that reducing benefits would lead to
greater economic growth as individuals worked and saved more in order to accu-
mulate additional assets for retirement and as a cushion against the risk of disabil-

ity.

3. See Congressional Budget Office, The Long-Term Budget Outlook, pp. 12-18.
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Figure 4.

Change in Public Debt Under a 10 Percent Cut
in Social Security Benefits

(Percentage of GDP)
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However, policies should not be evaluated on a single dimension. Policymakers
may choose to prioritize goals other than economic growth, such as the redistribu-
tion of income and wealth between different generations or the protections of a
government-financed social insurance system.

The mechanistic approach of this example is not intended as a recommendation or
a comprehensive gauge of options. More-realistic proposals would include multi-
ple provisions and would be instituted gradually. Rather, the example is a conve-
nient means of demonstrating the implications of earlier versus later adjustments.
Whatever the policy—whether benefit reductions, tax increases, a transfer of re-
sources from other federal programs, or a combination of those approaches——-
earlier action would allow for a broader distribution of the required changes, time
for a gradual phase-in, and time for workers and beneficiaries to adjust their work
and saving decisions.
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The CHAIRMAN. David Walker.

STATEMENT OF DAVID WALKER, COMPTROLLER GENERAL,
GOVERNMENT ACCOUNTABILITY OFFICE, WASHINGTON, DC

Mr. WALKER. Thank you, Mr. Chairman. Senators, it is a pleas-
ure to be here with you to talk about Social Security again.

In the interest of full and fair disclosure, in addition to being
comptroller general of the United States and head of the Govern-
ment Accountability Office and working on this issue there, I was
a public trustee for Social Security and Medicare from 1990 to
1995. 1 was appointed to that position by President George Herbert
Walker Bush. I have been on two Social Security Reform Commis-
sions and I was involved with former President Clinton and former
Vice President Gore in the effort in 1997 and 1998 to go around
the country and help educate the public as to the nature, extent
and magnitude of our challenge in this area. So I have been in-
volved in this subject for a number of years and am pretty deep on
the subject.

I would respectfully suggest the following. First, I have a full
statement I would like to have entered into the record, Mr. Chair-
man, if that is OK with you. There are lots of neat charts and
1graphs in there. But I will hit the highlights and get to the bottom
ine.

While the Social Security program does not face an immediate
crisis, it does have a serious financing problem that needs to be
fixed and that is growing every day. For example, Social Security
currently has a $3.7 trillion—that is trillion, not billion—gap be-
tween promised and funded benefits in current dollar terms. Given
this gap and the large and growing fiscal challenges elsewhere in
the Federal budget, not the least of which involve Medicare, which
is roughly $27 trillion-plus, up over $10 trillion last year alone, it
would be prudent for the Congress to act sooner rather than later
to address Social Security. Failure to take steps to address our
large growing and structural long-range fiscal imbalance will have
serious adverse consequences over time to our economy, our quality
of life, and ultimately our national security.

There are a number of key points that I highlight in my testi-
mony. First, solving Social Security’s long-range financing problem
is more than making the numbers add up. Social Security is more
than a retirement income program. It is also a disability program
and a survivors income program. It is critically important to mil-
lions of Americans and always will be.

Second, focusing on trust fund solvency alone is not only insuffi-
cient, it can be very misleading with regard to the state of the So-
cial Security system. We need to put the program on a path of sus-
tainable solvency. Candidly, the Social Security Trust Funds are
nothing more and nothing less than a sub-account in the govern-
ment’s financial records and badger accounts. They are not real
trust funds. If you looked in Webster’s Dictionary, or if you have
been a fiduciary for private pension plans and other arrangements,
it is not a trust fund in the sense that any of us normally would
refer to as a trust fund. It is a sub-account of the general ledger.

The CHAIRMAN. David, for the benefit of everyone listening

Mr. WALKER. Yes?
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The CHAIRMAN [continuing]. Can you clarify a point? Has the
trust fund, the Social Security Trust Fund that so many seniors
think is there or should be there, has it ever existed as anything
more than just an accounting device?

Mr. WALKER. It has always been an accounting device.

The CHAIRMAN. Is that true from the days of Franklin Roosevelt?

Mr. WALKER. It has always been an accounting device, to my
knowledge, but that is not important. Let me explain what hap-
pens. Let’s take last year, for example.

Last year, the Federal Government took in $151 billion more in
payroll taxes attributable to Social Security than it paid out in ben-
efits. The Federal Government ended up spending all of that money
on other operating expenses. It replaced it with an IOU that is a
non-readily marketable security. You can’t sell it to anybody. You
can’t get any money for it. It is backed by the full faith and credit
of the U.S. Government. It is guaranteed as to principal and inter-
est. It has legal, political, and moral significance. It has no eco-
nomic significance whatsoever.

Ultimately, when you have to start drawing down on those IOUs,
and that is what they are, then you are either going to have to in-
crease revenues, cut spending, or increase debt held by the public.
The surplus will start to decline in 2008. Social Security (e,
OASDI) it will go negative cash-flow in 2018. In 2042, all of the
I0Us will have been redeemed and it is at that point when, if Con-
gress does nothing, benefits will go from everybody being paid a
dollar of benefits for every dollar of promised benefits to 73 cents
in benefits for every dollar and it will get progressively worse over
time.

Yes, Congress could wait until 2042, as it did in 1983. That is
where you were in 1983. The trust fund was going to be exhausted.
There was still money coming in. Given where Social Security
stands as compared to our broader fiscal challenges, it would be
imprudent to wait why, because Social Security should be easy lift-
ing as compared to Medicare, Medicaid, and some of our other chal-
lenges which are likely to take many years to address and are like-
ly to require a lot tougher choices.

So Social Security is part of our broader fiscal and economic chal-
lenge. Acting sooner rather than later can help in many ways, in-
cluding the fact that by acting sooner, you don’t have to make as
dramatic of changes and there is more time for transition. Further-
more, it is my earnest belief, having been involved in this issue for
many years, that Congress has an opportunity to exceed the expec-
tations of every generation of Americans in connection with Social
Security reform. By that I mean every generation can get more
money than they think they are going to get, and I will give you
a personal example.

My parents who are retired, they are going to get every dime of
what has been promised to them. My son is 28. My daughter is 31.
They are discounting Social Security to a much greater extent than
they should, because even when the trust fund goes dry in 2042,
there is 73 cents in revenue for every dollar of promised benefits.
But they are discounting it much more than that.

You have an opportunity to leave current retirees and near-term
retirees alone, give them everything that is promised, make pro-
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gressively greater changes the younger a person is, but you have
to do more than just individual accounts and you may or may not
want to do individual accounts. If you do that, every generation can
get more than they think they are going to get. That is what I
would call a win.

What is important about that is right now. Because last year
may have been the worst year, in my opinion, in our fiscal history.
We had huge current year deficits and, we increased our unfunded
obligations by $13 trillion in one year, $8.1 trillion of which was
the Medicare prescription drug benefit. We face serious financial
and fiscal challenges. We need to send a signal to the markets that
we are serious about dealing with these large and growing chal-
lenges and we need to send a signal to the American people that
we are willing to deal with some of these large and growing chal-
lenges before we are about ready to hit the wall.

By hitting the wall, I mean cutting benefits dramatically and
suddenly to a bunch of people when the trust fund runs dry rather
than trying to deal with it more prudently and more pragmatically
over time.

In summary, I note that GAO has been involved in this issue for
a number of years. We have recommended three basic criteria for
evaluating all Social Security reform proposals. First, how do they
stack up against financing, sustainable solvency, not just solvency
over 75 years, solvency in perpetuity, because even when the
changes were made in 1983, it was known from day one that they
were going to be out of balance within a year because of known de-
mographic trends.

Second, we need to balance adequacy and equity with regard to
all the different stakeholders that rely upon Social Security in its
many forms.

Third, it is important to look at how it will be implemented, in-
cluding administrative feasibility, which is particularly relevant if
the Congress decides it is going to have individual accounts. But
if you do have individual accounts, they are not going to solve the
problem. There are pros and cons to individual accounts. You have
to have other reforms, as well, in order to achieve these objectives.

We stand ready, Mr. Chairman and Senators, to continue to as-
sist this committee and the Congress in analyzing various Social
Security reform proposals. But let me just say, it is not an imme-
diate crisis. That is true. It is a large and growing problem and it
would be prudent to act sooner rather than later because this is
easy compared to the real heavy lifting that is going to have to be
done to reconcile our large and growing fiscal gap, which now is es-
timated to be $43 trillion in current dollar terms, $350,000 for
every full-time worker, $145,000 for every American.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Walker follows:]
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need to reform Medicare and Medicaid.

Size of Action Needed to Achieve Social Security Scivency

Percentage
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st of the first year to December 31, 2078,
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Mr. Chairman and Members of the Committee:

Thank you for inviting me here to talk about our nation’s Social Security
program and how to address the challenges presented in ensuring the
iong-term viability of this important social insurance system. Social
Security not only represents the foundation of our retirement income
systern, it also provides millions of Americans with disability insurance
and survivors' benefits. As a result, Social Security provides benefits that
are critical to the current and future well-being of tens of millions of
Americans. As I have said in congressional testimonies over the past
several years, the system faces both solvency and sustainability challenges
in the longer term. While the Social Security program does not face an
immediate crisis, it does have a $3.7 trillion gap between promised and
funded benefits in current doliar terms. This gap is growing rapidly and,
given this and other major fiscal challenges, it would be prudent {o act
sooner rather than later to reform the Social Security program. Failure to
take steps to address our large and structural long-range fiscal imbalance,
which is driven in large part by projected increases in Medicare, Medicaid
and Social Security spending, will uitimately have significant adverse
consequences for our future economy and quality of life.

Let me begin by highlighting a number of important points concerning the
Social Security challenge.

« Solving Social Security’s long-term financing problem is more
important and complex than simply making the numbers add up.
Social Security is an important and successful social insurance
program that affects virtually every American family. It currently pays
benefits to more than 47 million people, including retired workers,
disabled workers, the spouses and children of retired and disabled
workers, and the survivors of deceased workers. The number of
individuals receiving benefits is expected to grow to aimost 69 million
by 2020. The program has been highly effective at reducing the
incidence of poverty among the elderly, and the disability and survivor
benefits have been critical to the financial well-being of millions of
others.

« Focusing on trust fund solvency alone is not sufficient. We need
to put the program on a path toward sustainable solvency. Trust
fund solvency is an important concept, but focusing on trust fund
solvency alone can lead to a false sense of security about the overall
financial condition of the Social Security program. For example, the
size of the trust fund does not tell us whether the program is
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sustainable-—that is, whether the government will have the capacity to
pay future claims or what else will have to be squeezed to pay those
claims. Furthermore, estimates of what it would 1ake to achieve 75-year
trust fund solvency understate the extent of the problem because the
program’s financial imbalance gets worse in the 76th and subsequent
years.

Social Security reform is part of a broader fiseal and economic
challenge. If you look ahead in the federal budget, the combined
Social Security or Old-Age and Survivors Insurance and Disability
Insurance {OASDI) program, together with the rapidiy growing health
programs, will dominate the federal government’s future fiscal outlook.
Whiie this hearing is not about the complexities of Medicare, it is
important to note that Medicare presents a much greater, more
complex, and more urgent fiscal challenge than does Social Security.
Medicare growth rates reflect not only a burgeoning beneficiary
population, but also the escalation of health care costs at rates well
exceeding general rates of inflation. Taken together, Social Security,
Medicare, and Medicaid represent an unsustainable burden on future
generations. Under the 2004 Trustees’ intermediate estimates and the
Congressional Budget Office’s (CBO) long-term Medicaid estimates,
spending for Social Security, Medicare, and Medicaid combined will
grow to 15.6 percent of GDP in 2030 from today's 8.5 percent. Absent
meaningful changes to these programs, the nation will ultimately have
to choose among persistent, escalating federal deficits, huge tax
increases, and/or dramatic budget cuts. Furthermore, any changes to
Social Security should be considered in the context of the problems
currently facing our nation’s private pension system. These include the
chronically low level of coverage of the private workforce, the
continued decline in defined benefit plans coupled with the termination
of large underfunded plans by bankrupt firms, and the shift by
employers to defined contribution plans, where workers face the
potential for greater return but also assume greater financial risk.

Acting sooner rather than later helps to ease the difficulty of
change. As 1 noted previously, the challenge of facing the imminent
and daunting budget pressure from Medicare, Medicaid, and OASDI
increases over time. Social Security will begin to constrain the budget
long before the trust fund is exhausted in 2042. The trust fund cash
surpluses that are now helping to finance the rest of the government’s
budgetary needs will begin to decline after 2008, and by 2018, the cash
surpluses will turn into deficits. At that point, Social Security’s cash
shortfall will begin to place increasing pressure on the rest of the
budget to raise the resources necessary to meet the program'’s costs.
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Waiting until Social Security faces an immediate solvency crisis will
limit the scope of feasible solutions and could reduce the options to
only those choices that are the most difficult. It could also contribute
to a further delay of the really tough decisions on Medicare and
Medicaid. Acting sooner rather than later would allow changes to be
phased in so that future and near-term retirees have time to adjust their
retirement planning. Furthermore, acting sooner rather than later
would serve to increase our credibility with the markets and improve
the public’s confidence in the federal government’s ability to deal with
our significant long-range fiscal challenges before they reach crisis
proportions.

» Reform proposals shonld be evalnated as packages. The elements
of any package interact; every package will have pluses and minuses,
and no plan will satisfy everyone on all dimensions. If we focus on the
pros and cons of each element of reform by itself, we may find it
impossible to build the bridges necessary to achieve consensus. It is
also important to establish the appropriate comparisons or
benchmarks against which reforms should be measured. Given the
current projected financial shortfall of the program, it is important to
compare proposals to at least two benchmarks—one that raises
revenue to fund currently scheduled benefits (promised benefits) and
one that adjusts to current tax financing by reducing benefits (funded
benefits). Comparing the benefit impact of reform proposals solely to
currently scheduled Social Security benefits is inappropriate since all
current scheduled benefits are not funded over the longer term.
Estimating future effects on Social Security benefits shouid reflect the
fact that the program faces a long-term actuarial deficit and that benefit
reduction and/or revenue increases will be necessary to restore
solvency. The key point is that there is a significant gap between
scheduled benefits and projected revenues. In fact, a primary purpose
of most Social Security reform proposals is to close or eliminate this
gap.

Failure to address the Social Security financing problem will, in
combination with other entitlernent spending, constitute an unsustainable
burden on both the federal government and, ultimately, the economy.
However, this problem is about more than finances. It is also about
maintaining an adequate safety net for American workers against loss of
income from retirement, disability, or death. Social Security has prevented
many former workers and their families from living their retirement years
in poverty. As the Congress considers proposals to restore the long-term
financial stability and viability of the Social Security system, it will also
need to consider the impact of the potential changes on the millions of
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Americans the system serves: specifically, the effects on different types of
beneficiaries and the resulting implications for the adequacy and equity of
the benefits structure. The fundamental nature of the program’s long-term
financing challenge means that timely action is needed. I believe it is
possible to craft a solution that will protect Social Security benefits for the
nation’s current and near-term retirees, while ensuring that the system will
be solvent, sustainable, and secure for future generations. Stated
differently, I believe that it is possible to reform Social Security in a way
that will ensure the program’s solvency, sustainability, and security while
exceeding the expectations of all generations of Americans. I also believe
that, given our other fiscal challenges, it is prudent to act sooner rather
than later to address this large and growing problem.

Social Security’s
Long-term Financing
Problem Is More
Urgent than It May
Appear

Today, the Social Security program does not face an immediate crisis, but
it does face a long-range financing problem driven primarily by known
demographic trends that is growing rapidly. While the crisis is not
immediate, the challenge is more urgent than it may appear. Acting soon to
address these problems reduces the likelihood that the Congress will have
to choose between imposing severe benefit cuts and unfairly burdening
future generations with the program’s rising costs. Acting soon would also
allow changes to be phased in so that the individuals who are most likely
to be affected, namely younger and future workers, will have time to
adjust their retirement planning while helping to avoid related
“expectation gaps.” On the other hand, failure to take remedial action will,
in combination with other entitlement spending, lead to a situation
unsustainable for both the federal government and, ultimately, the
economy.

The Social Security system has required changes in the past to ensure
future solvency. Indeed, the Congress has always taken the actions
necessary to do this when faced with an immediate solvency crisis.
would like to spend some time describing the nature, timing, and extent of
Social Security’s financing problem.

The Causes of Social
Security’s Long-Term
Financing Problem

As you all know, Social Security has always been a largely pay-as-you-go
system. This means that the system’s financial condition is directly
affected by the relative size of the populations of covered workers and
beneficiaries. Historically, this relationship has been favorable. Now,
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however, people are living longer, and spending more time in retirement.
As shown in figure 1, the U.S. elderly dependency ratio is expected to
continue to increase.’ The proportion of the elderly population relative to
the working-age population in the U.S. rose from 13 percent in 1950 to 19
percent in 2000. By 2050, there is projected to be almost 1 elderly
dependent for every 3 people of working age—a ratio of 32 percent.
Additionally, the average life expectancy of males at birth has increased
from 66.6 in 1960 to 74.3 in 2000, with females at birth experiencing a rise
of 6.6 years from 73.1 to 79.7 over the same period. As general life
expectancy has increased in the United States, there has also been an
increase in the number of years spent in retirement. Improvements in life
expectancy have extended the average amount of time spent by workers in
retirement from 11.5 years in 1950 to 18 years for the average male worker
as of 2003. A falling fertility rate is the other principal factor underlying the
growth in the elderly’s share of the population. In the 1960s, the fertility
rate was an average of 3 children per woman.? Today it is a little over 2,
and by 2030 it is expected to fall to 1.95—a rate that is below what it takes
to maintain a stable population. Taken together, these trends threaten the
financial solvency and sustainability of this important program.

"The elderly dependency ratio is the ratio of the population aged 65 years or over to the
population aged 15 to 64.

“The fertility rate is the average number of children a hypothetical cohort of women would
have at the end of their reproductive period if they were subject during their whole lives to
the fertility rates of a given period and if they were not subject to mortality. it is expressed
as children per woman.
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Figure 1: 11.S. Elderly Dep y Ratio Exp 1o Conti to
Elderly dependency ratio (in percert)
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Prospects: 2002 Ravision and Workd Urbanization Prospects: 2001 Revision. Data for 2030 - 2050 ars projected.

The result of these trends is that labor force growth will continue to
decline in 2006 and by 2025 is expected to be less than a fifth of what it is
today, as shown in figure 2. Relatively fewer U.S. workers will be available
to produce goods and services. Without a major increase in productivity or
increases in immigration, low labor force growth will lead to slower
growth in the economy and to slower growth of federal revenues. This in
turn will only accentuate the overall pressure on the federal budget.
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Figure 2: U.S. Labor Force Growth Will Continue 1o Decline

Percentage change (5-ysar moving average}
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Source: GA analysls of data Jrom the Office of the Chief Actusry, Social Security Administration.

Note: Percentage change is calculated as a centered 5-year moving average of projections based on
the intermediate assumptions of the 2004 Trustees Feports.

This slowing labor force growth has important implications for the Social
Security system. Social Security’s retirement eligibility dates are often the
subject of discussion and debate and can have a direct effect on both labor
force growth and the condition of the Social Security retirement program.
It is also appropriate to consider whether and how changes in pension
and/or other government policies could encourage longer workforce
participation. To the extent that people choose to work longer as they live
longer, the increase in the amount of time spent in retirement could be
diminished. This could improve the finances of Social Security and
mitigate the expected slowdown in labor force growth.

The Social Security program’s sitnation is one symptom of this larger
demographic trend that will have broad and profound effects on our
nation’s future in other ways as well. The aging of the labor force and the
reduced growth in the number of workers will have important implications
for the size and composition of the labor force, as well as the
characteristics of many jobs in our increasingly knowledge-based
economy, throughout the 21st century. The U.S. workforce of the 21st
century will be facing very different opportunities and challenges than
those of previous generations.
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Cash Flow Turns Negative
in 2018

Today, the Social Security Trust Funds take in more in taxes than they
spend. Largely because of the demographic trends I have described, this
situation will change, Although the trustees’ 2004 intermediate estimates
project that the combined Social Security Trust Funds will be solvent until
2042, program spending will constitute a rapidly growing share of the
budget and the economy well before that date. Under the trustees’ 2004
intermediate estimates, Social Security’s cash surplus-~the difference
between program tax income and the costs of paying scheduled benefits—
will begin to decline in 2008. By 2018, the program’s cash flow is projected
to turn negative—its tax income will fall below benefit payments. At that
time, the program will begin to experience a negative cash flow, which will
accelerate over time. Social Security will join Medicare's Hospital
Insurance Trust Fund, whose outlays exceeded cash income in 2004, as a
net claimant on the rest of the federal budget. (See figure 3.)
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Same Challenges and Same
Conclusion

Figure 3: Social y and i ’s Hospital I Trust Funds Face Cash Deficits
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In 2018, the combined OASDI Trust Funds will begin drawing on its
Treasury securities to cover the cash shortfall. At this point, Treasury will
need to obtain cash for these redeemed securities either through increased
taxes, spending cuts, and/or more borrowing from the public than would
have been the case had Social Security’s cash flow remained positive.
Whatever the means of financing, the shift from positive to negative cash
flow will place increased pressure on the federal budget to raise the
resources necessary to meet the program’s ongoing costs.
Different Measures but There are different ways to describe the magnitude of the problem. A case

can be made for a range of different measures, as well as different time
horizons. For instance, the actuarial deficit can be measured in present
value, as a percentage of GDP, or as a percentage of taxable payroll in the
future. The Social Security Administration (SSA) and CBO have both made
projections of Social Security’s future actuarial deficit using different
horizons. (See table 1.)
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Tabie 1: Ditferent Measures, Same Chailenge

Projection horizon Projections of actuariat deficit in terms of
Present Percent Percent of
value of GDP payrolt
75 year (SSA) $3.7 Trillion 0.7% 1.89%
100 year (CBO) $4.6 Trillion 0.54% 1.44%
infinite horizon (SSA}) $10.4 Tritfion 1.2% 3.5%

Sources: Soctal Security Administration, The 2004 Annual Report of the Board of Trustees of ihe Federsl Oki-Age and Survivors
Insurance ana Disabilly Insurance Trust Funds. Washingion, D.C., March 2004. Congressional Budget Ofiice, The Outiook for Socist
Security: Potentist Fange of Social Security Outiays and Flevenues Lindsr Carrent Law. Washington, D.C.. June 2004,

CBO uses a 100-year horizon to project Social Security’s future actuarial
deficit, while the Social Security Administration utilizes both 75-year and
infinite horizon projections to estimate the future deficit. In addition, both
the Social Security Administration and CBO have different economic
assumptions for variables such as real earnings, real interest rates,
inflation, and unemployment.

While their estimates vary due to different horizons and economic
assumptions, each identifies the same long-term challenge: The Social
Security system is unsustainable in its present form over the long run.
Taking action soon on Social Security would not only make the necessary
action less dramatic than if we wait but would also promote increased
budgetary flexibility in the future and stronger economic growth. Some of
the benefits of early action-—and the costs of delay—can be seen in figure
4. This figure compares what it would take to keep Social Security solvent
through 2078, if action were taken at three different points in time, by
either raising payroll taxes or reducing benefits. If we did nothing until
2042-—the year SSA estimates the Trust Funds will be exhausted—
achieving actnarial balance would require changes in benefits of 30
percent or changes in taxes of 43 percent. As figure 4 shows, earlier action
shrinks the size of the necessary adjustment.
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Figure 4: Size of Action Needed to Social ity Y
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Social Security Reform Is
Part of a Broader Fiscal
and Economic Challenge

As T have already discussed, reducing the relative future burdens of Social
Security and health programs is essential to a sustainable budget policy for
the longer term. It is also critical if we are to avoid putting unsupportable
financial pressures on Americans in the future. Reforming Social Security
and health programs is essential to reclaiming our future fiscal fiexibility
to address other national priorities.

Changes in the composition of federal spending over the past several
decades have reduced budgetary flexibility, and our current fiscal path will
reduce it even further. During this time, spending on mandatory programs
has cc d an increasing share of the federal budget. In 1964,
prior to the creation of the Medicare and Medicaid programs, spending for
mandatory programs plus net interest accounted for about 33 percent of
total federal spending. By 2004, this share had almost doubled to
approximately 61 percent of the budget.
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If you look ahead in the federal budget, the Social Security programs (0ld-
Age and Survivors Insurance and Disability Insurance), together with the
rapidly growing health programs (Medicare and Medicaid), will dominate
the federal government’s future fiscal outlook. Absent reform, the nation
will ultimately have to choose among persistent, escalating federal deficits
and debt, huge tax increases and/or dramatic budget cuts. GAO's long-term
budget simulations show that to move into the futare with no changes in
federal retirement and health programs is to envision a very different role
for the federal government. Assuming that discretionary spending grows
with inflation and all existing tax cuts are allowed to expire when
scheduled under current law, spending for Social Security and health care
programs would grow to consume over three-quarters of federal revenue
by 2040. Moreover, if all expiring tax provisions are extended and
discretionary spending keeps pace with the economy, by 2040 total federal
revenues may be adequate to pay little more than interest on the federal
debt. (See figure 5.)
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Figure 5: Composition of Spending as a Share of GDP
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Alternatively, taking action soon on Social Security would not only
promote increased budgetary flexibility in the future and stronger
economic growth but would also make the necessary action less dramatic
than if we wait. Indeed, long-term budget flexibility is about more than
Social Security and Medicare. While these programs dominate the long-
term outlook, they are not the only federal programs or activities that bind
the future. The federal government undertakes a wide range of programs,
responsibilities, and activities that obligate it to future spending or create
an expectation for spending. GAO has described the range and
measurement of such fiscal exposures—from explicit liabilities such as
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environmental cleanup requirements to the more implicit obligations
presented by life-cycle costs of capital acquisition or disaster assistance.”
Making government {it the challenges of the future will require not only
dealing with the drivers— entitlemnents for the elderly—but also looking at
the range of federal activities. A fundamental review of what the federal
government does and how it does it will be needed.

Also, at the same time it is important to look beyond the federal budget to
the economy as a whole. Under the 2004 Trustees’ intermediate estimates
and CBO’s long-term Medicaid estimates, spending for Social Security,
Medicare, and Medicaid combined will grow to 15.6 percent of GDP in
2030 from today's 8.5 percent (See figure 6.) Taken together, Social
Security, Medicare, and Medicaid represent an unsustainable burden on
future generations. '

*GAO, Fiscal Exposures: I'mproving the Budgetary Focus en Long-Term Costs and
Uneertainties, GAO-03-213 (Washington, D.C.: Jan 24, 2003).
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Figure 6: Soclal i i and Medicaid Sp g as a Percent of GDP
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Considerations in
Assessing Reform
Options

As important as financial stability may be for Social Security, it cannot be
the only consideration. As a former public trustee of Social Security and
Medicare, ] am well aware of the central role these programs play in the
lives of millions of Americans. Social Security remains the foundation of
the nation’s retirement system. It is also much more than just a retirement
prograr; it pays benefits to disabled workers and their dependents,
spouses and children of retired workers, and survivors of deceased
workers, In 2004, Social Security paid almost $493 billion in benefits to
more than 47 million people. Since its inception, the program has
successfully reduced poverty among the elderly. In 1959, 35 percent of the
elderly were poor. In 2000, about 8 percent of beneficiaries aged 65 or
older were poor, and 48 percent would have been poor without Social
Security. It is precisely because the program is so deeply woven into the
fabric of our nation that any proposed reform must consider the program
in its entirety, rather than one aspect alone. Thus, GAO has developed a
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broad framework for evaluating reform proposals that considers not only
solvency but other aspects of the program as well.

The GAQO Criteria
for Reform

The analytic framework GAO has developed to assess proposals
comprises three basic criteria:

Financing Sustainable Solvency—the extent to which a proposal
achieves sustainable solvency and how it would affect the economy
and the federal budget. Our sustainable solvency standard
encompasses several different ways of looking at the Social Security
program’s financing needs. While a 75-year actuarial balance has
generally been used in evaluating the long-term financial outlook of the
Social Security program and reform proposals, it is not sufficient in
gauging the program’s solvency after the 75th year. For example, under
the trustees’ intermediate assumptions, each year the 75-year actuarial
period changes, and a year with a surplus is replaced by a new 75th
year that has a significant deficit. As a result, changes made to restore
trust fund solvency only for the 75-year period can result in future
actuarial imbalances almost immediately. Reform plans that lead to
sustainable solvency would be those that consider the broader issues
of fiscal sustainability and affordability over the long term. Specifically,
a standard of sustainable solvency also involves looking at (1) the
balance between program income and costs beyond the 75th year and
(2) the share of the budget and economy consumned by Social Security
spending.

Balancing Adeguacy and Equity-—the relative balance struck
between the goals of individual equity and income adequacy. The
current Social Security system’s benefit structure attempts to strike a
balance between the goals of retirement income adequacy and
individual equity. From the beginning, Social Security benefits were set
in a way that focused especially on replacing some portion of workers’
pre-retirement earnings. Over time other changes were made that were
intended to enhance the program’s role in helping ensure adequate
incomes. Retirement income adequacy, therefore, is addressed in part
through the program's progressive benefit structure, providing
proportionately larger benefits to lower earners and certain household
types, such as those with dependents. Individual equity refers to the
relationship between contributions made and benefits received. This
can be thought of as the rate of return on individual contributions.
Balancing these seemingly conilicting objectives through the political
process has resulted in the design of the current Social Security
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program and should still be taken into account in any proposed
reforms.

+ Impk ing and Admini ing Proposed Reforms—how readily
a proposal could be impl ted, admini. d, and explained to the
public. Program complexity makes implementation and administration
both more difficult and harder to explain to the public. Some degree of
impl ion and ad rative complexity arises in virtually all
proposed changes to Social Security, even those that make incremental
changes in the already existing structure. Although these issues may
appear technical or routine on the surface, they are important issues
because they have the potential to delay—if not derail—reform if they
are not considered early enough for planning purposes. Moreover,
issues such as feasibility and cost can, and should, influence policy
choices. Continued public acceptance of and confidence in the Social
Security program require that any reforms and their implications for
benefits be well understood. This means that the American people
must understand why change is necessary, what the reforms are, why
they are needed, how they are to be impi d and administered,
and how they will affect their own retirement income. All reform
proposals will require some additional outreach to the public so that
future beneficiaries can adjust their retirement planning accordingly.
The more transparent the implementation and administration of
reform, and the more carefully such reform is phased in, the more
likely it will be understood and accepted by the American people.

The weight that different policy makers may place on different criteria will
vary, depending on how they value different attributes. For exarple, if
offering individual choice and control is less important than maintaining
replacement rates for low-income workers, then a reform proposal
emphasizing adeguacy considerations might be preferred. As they fashion
a comprehensive proposal, however, policy makers will ultimately have to
balance the relative importance they place on each of these criteria. As we
have noted in the past before this cornmittee and elsewhere, a
comprehensive evaluation is needed that considers a range of effects
together. Focusing on comprehensive packages of reforms will enable us
to foster credibility and acceptance. This will help us avoid getting mired
in the details and losing sight of important interactive effects. It will help
build the bridges necessary to achieve consensus.

Qne issue that often arises within the Social Security debate concerns the
appropriate comparisons or benchmarks to be used when assessing a
particular proposal. While this issue may seem to be somewhat abstract, it
has critical implications, for depending on the comparisons chosen, a
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proposal can be made more or less attractive. Some analyses compare
proposals to a single benchmark and as a result can lead to incomplete or
misleading conclusions, For that reason, GAO has used several
benchmarks in assessing reform proposals. Currently promised benefits
are not fully financed, and so any analysis that seeks to fairly evaluate
reform proposals should rely on benchmarks that reflect a policy of an
adequately financed system. Similarly, it is important to have benchmarks
that are consistent with each other. Using one that relies on action
relatively soon versus one that posits no action at all are not consistent
and could also lead to misleading conclusions, Estimating future effects on
Social Security benefits should reflect the fact that the program faces a.
long-term actuarial deficit and that conscious policies of benefit reduction
and/or revenue increases will be necessary to restore solvency and sustain
it over time.

Reform Will Have
Pervasive Impact on the
Social Security Program

A variety of proposals have been offered to address Social Security’s
financial problems. Many proposals contain reforms that would alter
benefits or revenues within the structure of the current defined benefits
system. Some would reduce benefits by modifying the benefit formula
(such as increasing the number of years used to calculate benefits or using
price-indexing instead of wage-indexing), reduce cost-of-living
adjustments (COLA), raise the normal and/or early retirement ages, or
revise dependent benefits. Some of the proposals also include measures or
benefit changes that seek to strengthen progressivity (e.g., replacement
rates) in an effort to mitigate the effect on low-income workers. Others
have proposed revenue increases, including raising the payroll tax or
expanding the Social Security taxable wage base that finances the system;
increasing the taxation of benefits; or covering those few remaining
workers not currently required to participate in Social Security, such as
older state and local government employees.

A number of proposals also seek to restructure the program through the
creation of individual accounts, Under a system of individual accounts,
workers would manage a portion of their own Social Security
contributions to varying degrees. This would expose workers to a greater
degree of risk in return for both greater individual choice in retirement
investments and the possibility of a higher rate of return on contributions

‘GAO, Social Security Reform: Analysis of Reform Models Developed by the President’s
Commission to Strengthen Social Security, GAO-03-310 (Washington, D.C.: Jan 15, 2003).
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than available under current law. There are many different ways that an
individual account system could be set up. For example, contributions to
individual accounts could be mandatory or they couid be voluntary.
Proposals also differ in the manner in which accounts would be financed,
the extent of choice and flexibility concerning investment options, the way
in which benefits are paid out, and the way the accounts would interact
with the existing Social Security program—individual accounts could
serve either as an addition to or as a replacement for part of the current
benefit structure.

In addition, the timing and impact of individual accounts on the solvency,
sustainability, adequacy, equity, net savings, and rate of return associated
with the Social Security system varies depending on the structure of the
total reform package. Individual accounts by themselves will not lead the
system to sustainable solvency. Achieving sustainable solvency requires
more revenue, lower benefits, or both. Furthermore, incorporating a
system of individual accounts may involve significant transition costs.
These costs come about because the Social Security system would have to
continue paying out benefits to current and near-term retirees
concurrently with establishing new individual accounts.

Individual accounts can coniribute to sustainability as they could provide
a mechanism to prefund retirement benefits that would be immune to
demographic booms and busts. However, if such accounts are funded
through borrowing, no such prefunding is achieved. An additional
important consideration in adopting a reform package that contains
individual accounts would be the level of benefit adeguacy achieved by the
reform. To the extent that benefits are not adequate, it may result in the
government eventually providing additional revenues to make up the
difference.

Also, some degree of implementation and administrative complexity arises
in virtually all proposed changes to Social Security. The greatest potential
impl ation and administrative challenges are associated with
proposals that would create individual accounts. These include, for
example, issues concerning the management of the information and
money flow needed to maintain such a system, the degree of choice and
flexibility individuals would have over investment options and access to
their accounts, investment education and transitional efforts, and the
mechanisms that would be used to pay out benefits upon retirement. The
Federal Thrift Savings Plan (TSP) could serve as a model for providing a
limited amount of options that reduce risk and administrative costs while
still providing some degree of choice. However, a system of accounts that
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spans the entire national workforce and nillions of employers would be
significantly larger and more complex than the TSP or any other system
we have in place today.

Harmonizing a system that includes individual accounts with the
regulatory framework that governs our nation’s private pension system
would also be a complicated endeavor. However, the complexity of
meshing these systems should be weighed against the potential benefits of
extending participation in individual accounts to millions of workers who
currently lack private pension coverage.

Social Security Reform
Should Be Considered in
the Context of Broader
Challenges

Another important consideration for Social Security reform is assessing a
proposal’s effect on national saving. Individual account proposals that
fund accounts through redirection of payroll taxes or general revenue do
not increase national saving on a first order basis. The redirection of
payroll taxes or general revenue reduces government saving by the same
amount that the individual accounts increase private saving. Beyond these
first order effects, the actual net effect of a proposal on national saving is
difficult to estimate due to uncertainties in predicting changes in future
spending and revenue policies of the government as well as changes in the
saving behavior of private households and individuals. For example, the
lower surpluses and higher deficits that result from redirecting payroll
taxes to individual accounts could lead to changes in federal fiscal policy
that would increase national saving. On the other hand, househoids may
respond by reducing their other saving in response to the creation of
individual accounts. No expert consensus exists on how Social Security
reform proposals would affect the saving behavior of private households
and businesses.

Finally, the effort to reform Social Security is occurring as our nation’s
private pension system is also facing serious challenges. Only about half of
the private sector workforce is covered by a pension plan. A number of
jarge underfunded traditional defined benefit plans—plans where the
employer bears the risk of investment-—have been terminated by bankrupt
firmas, including household names like Bethlehem Steel, US Airways, and
Polaroid. These terminations have resulted in thousands of workers losing
promised benefits and have saddled the Pension Benefit Guaranty
Corporation, the government corporation that partially insures certain
defined benefit pension benefits, with billions of dollars in liabilities that
threaten its long-term solvency. Meanwhile, the number of traditional
defined benefit pension plans continues to decline as employers
increasingly offer workers defined contribution plans like 401(k) plans
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where, like individual accounts, workers face the potential of both greater
return and greater risk. These challenges serve to reinforce the imperative
to place Social Security on a sound financial footing.

Regardless of what type of Social Security reform package is adopted,
continued confidence in the Social Security program is essential. This
means that the American people must understand why change is
necessary, what the reforms are, why they are needed, how they are to be
impl d and administered, and how they will affect their own
retirement income. All reform proposals will require some additional
outreach to the public so that future beneficiaries can adjust their
retirement planning accordingly. The more transparent the

impl tion and administration of reform, and the more carefully such
reform is phased in, the more likely it will be understood and accepted by
the American people.

“onclusions

Social Security does not face an immediate crisis but it does face a large
and growing financial problem. In addition, our Social Security challenge
is only part of a much broader challenge that includes, among other things,
the need to reform Medicare, Medicaid and our overall health care system.

Today many retirees and near retirees fear cuts that would affect them in
the immediate future while young people believe they will get little or no
Social Security benefits in the longer term. I believe that it is possible to
reform Social Security in a way that will ensure the program’s solvency,
sustainability, and security while exceeding the expectations of all
generations of Americans.

In my view, there is a window of opportunity to reform Social Security;
however, this window of opportunity will begin to close as the baby boom
generation begins to retire. Furthermore, it would be prudent to move
forward to address Social Security now because we have much larger
challenges confronting us that will take years to resolve. The fact is,
compared to addressing our long-range health care financing problem,
reforming Social Security should be easy lifting.

(130448)

We at GAO look forward to continuing to work with this Committee and
the Congress in addressing this and other important issues facing our
nation. In doing so, we will be true to our core values of accountability,
integrity, and reliability.
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The CHAIRMAN. Gentlemen, a bipartisan group, including myself,
recently were in Europe at a conference. I was in one meeting in
which European demographics and economics were shared with us.
I think to your point, David, if we don’t begin to do something, we
will do serious damage to our economy, and my question is, are
some of those European models examples of the damage that can
occur, because what I saw is that their demographics are worse
than ours. Their promises are greater than ours. They, frankly,
make our problem look like a fairly good time.

I don’t know whether you believe that to be true, but I would be
interested in your opinion. But as I look at what you have just
shared with us about the share of the nation’s payrolls that will be
required to finance what is current law, I am wondering what you
see for the American economy if we don’t figure this out, because
you have used a static economic projection model, I assume, in
what you have shared with us, and I am wondering what that will
do to American competitiveness if we don’t fix this as against
China and other emerging nations that have very different demo-
graphics, much younger workforces, and burgeoning economies. Do
you have a comment?

Mr. WALKER. Mr. Chairman, first, it is true that there are other
nations, including in Europe, that have more difficult demographics
to deal with than we do. It is true that there are certain nations
that have larger relative unfunded commitments to deal with than
we do, and in some cases, they are not as transparent with regard
to the nature and magnitude of those commitments.

But it is also true that some of them have started to deal with
their problems before we have, the U.K. and Norway, just to name
a couple off the top. It is also true that I don’t take a whole lot of
comfort in the fact that if we have serious problems, just because
somebody else has more serious problems than we do, that we
should be comforted by that. I don’t think we should be comforted
by that.

As I said, “One can’t look at Social Security standing alone.” Yes,
it is $3.7 trillion, but we face a $43 trillion problem and it would
be nice if we could make a good downpayment by doing something
with this $3.7 trillion, because ultimately, we are going to have to
end up starting to deal with the balance.

The CHAIRMAN. Do you have a comment, Doug?

Mr. HoLTz-EAKIN. The CBO does examine Social Security pro-
posals in the context of a model that captures both the direct and
the indirect effects on long-term economic growth. We have not
done formal analyses of payroll tax increases that look to be on the
order of 5.5 percentage points to close the long-term gap between
the benefits promised and the receipts dedicated to the program.

We have, however, looked in the context of the larger budgetary
pressures, at the run-up in Social Security along with Medicare,
Medicaid, projections for defense. These estimates were done at the
end of December 2003. Qualitatively, it is the case that the United
States’ success rests on three pillars, the reliance on private mar-
kets, a relatively small, contained government as a result, on low
and relatively efficient taxes by international standards, and on
flexibility.
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A large run-up in Federal spending of the magnitudes in that re-
port would require much higher taxes and the taxes imposed, in
our estimates, would have lowered capital accumulation, lowered
labor supply, and reduced GDP over the long term, and that is a
numerical result that we can go through with you. But quali-
tatively, that kind of spending has to financed somehow and it will
have economic ramifications.

The CHAIRMAN. How much of the future growth of Social Secu-
rity can be attributed to tying its initial benefits to wages as op-
posed to inflation and how much can be attributed to the aging of
the population?

Mr. HoLTZ-EAKIN. In some work we did about two years ago, it
broke about 50-50. Half of the rise in real outlays come from aging
of the population, half from higher real benefits per recipient.

The CHAIRMAN. Senator Kohl.

Senator KOHL. Thank you, Mr. Chairman.

Gentlemen, just to cover some of the ground that you have talked
about in your statements, is Social Security going to be broke in
2052, as we hear it said so often, or is it true that after the trust
fund is exhausted, then retirees will, in fact, continue to receive
benefits as a result of contributions that will continue to be made?

Mr. HOLTZ-EAKIN. As I said in my opening remarks, some form
of the program is sustainable indefinitely.

Senator KOHL. Right.

Mr. HoLTZ-EAKIN. I think that the date, whether it is 2052 or
2042, is somewhat uncertain. But any group that has looked at
this, whether it be the GAO, the Social Security actuaries, the
CBO, agrees on the basic trajectory of the program.

Senator KOHL. Your estimate was, I think, something like 78
percent?

Mr. HoLTZ-EAKIN. We see a 22 percent across-the-board cut nec-
essary. The SSA actuaries have a bigger cut and earlier.

Senator KOHL. Right. Depending on who looks at it, maybe some-
where between the mid 70’s up until the upper 70’s of what people
expect will continue to be paid.

Mr. HoLTZ-EAKIN. Yes.

Senator KOHL. So it is not fair, or is it fair to say that Social Se-
curity at some point will be broke or bankrupt or anything else of
that sort in the common vernacular as people think about it?

Mr. WALKER. The program will never go broke.

Senator KOHL. Right.

Mr. WALKER. The trust fund will go dry.

Senator KOHL. Right.

Mr. WALKER. The program will never go broke.

Senator KOHL. Right.

Mr. WALKER. But Senator Kohl, you probably recall the real con-
troversy about the “notch baby” issue back a few years ago. Imag-
ine a notch baby issue of the magnitude of tens of millions of per-
sons where on one day, you are receiving a dollar of benefits for
every dollar promised, and the next day, you are receiving 73 cents
in benefits for every dollar promised. I mean, that is what would
happen if Congress does nothing and waits until the trust fund
goes dry.
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Senator KOHL. That is true. There is no argument about that.
But I just wanted to get those——

Mr. WALKER. You are right.

Senator KOHL [continuing]. Again, very clear, that we are not
talking about a program that at some point is going to be broke in
the sense that people will not get any money out of it. That is not
true.

Mr. WALKER. It will never go broke.

Senator KOHL. Right. Is it true that with relatively small
changes, that decisions would have to be made, we could get Social
Security solvent for another 75 years? Maybe not into perpetuity,
if you want to put that as the goal, but in terms of making rel-
atively small changes in terms of our economy, its size, we can get
this program solvent through the 21st century into the 22nd cen-
tury, is that true?

Mr. HoLTZ-EAKIN. Small is in the eye of the beholder. I would
caution you that any fix that involves making the trust fund last
75 years involves a period where the trust fund is declining——

Senator KOHL. Sure.

Mr. HoLTZ-EAKIN [continuing]. Each year in which that is true,
those funds are coming from the remainder of the Federal budget.
So it is far from the case that the overall problem is easy to fix.
You could make the Social Security problem and hold it essentially
harmless, but you will have a bigger problem elsewhere in the
budget.

Senator KoHL. Of course, but what we are talking about in the
context, for example, of the President’s speech last night is Social
Security. We are not talking about the entirety of our economy, the
entirety of our—we are talking about Social Security and whether
or not there are ways and means to make that program whole. The
question I asked is whether it is true that we can make that pro-
gram whole for many more years beyond 2040 or 2050 with rel-
atively small changes in terms of our national economy. David.

Mr. WALKER. Three comments, Senator. Relatively small is in
the eyes of the beholder. Second, clearly, relatively small as com-
pared to Medicare.

Senator KOHL. Yes.

Mr. WALKER. No doubt about that. You are going to have to take
much more dramatic actions there.

Second, I think there are a lot of positive things you can say
about the changes that were made in 1983, but one of the things
I would respectfully recommend to the Congress is that if you are
going to go after Social Security again, you need to look for sustain-
able solvency, not just look for 75 years, why, because in 1983, they
knew that the problem was going to reemerge because of known de-
mographic trends.

Right now, you have a situation that every year, we take a sur-
plus year that gets lower each year and we add an increasingly
large deficit year. That is due to known demographics. So if you are
going to take it on again, I would strongly suggest you try to solve
it for the long-term.

Last, you could look at Social Security in isolation and say it is
not that difficult, we can solve that for 75 years or in perpetuity.
But I would respectfully suggest that one of the problems that we
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have is that we are looking at everything in isolation and we
shouldn’t be doing that. We have to recognize that Social Security
is a subset of a much bigger challenge. Not only do we have to deal
with Social Security, we have to deal with Medicare, we have to
deal with Medicaid, we have to deal with many other issues, and
whatever you do with Social Security is going to have an impact
on private pensions, personal savings, et cetera.

Senator KOHL. But it is true that the President raised the issue
last night and so he is making it front and center, and so we have
to discuss it because he has directed our attention to a single, what
he describes as a catastrophic problem, Social Security, and that is
why we are talking about it and that is why we are addressing it.

In that context and last, if it is true that we look to Washington
to keep our eye on the ball, to see problems as they are and as they
emerge and to look for ways in which we can solve those problems,
and if it is true, as you have said, “That Medicare is by far a more
serious problem”, then why are we focusing on Social Security
today, other than the fact that the President has decided that we
are going to talk about Social Security? If Medicare is a much more
serious and urgent problem that needs to be

Mr. WALKER. I think you would have to ask the President. I
would say that one of the reasons that it may be the case is be-
cause Social Security is a problem that is actually solvable. It is
solvable in a way that you can exceed the expectations of every
generation of Americans, and if you can do that, it would send a
positive signal to the markets that we are willing to get serious
about dealing with some of our large and growing long-term defi-
cits, and second, that it could serve as a confidence builder among
the public and potentially a momentum builder within the Con-
gress to take on some of the more difficult challenges.

You do have to deal with Medicare. I would respectfully suggest,
Senator, that may take many years and many installments——

Senator KOHL. My time is up, but didn’t we just, at the Presi-
dent’s urging and request, just add on an enormous liability to
Medicare? Didn’t we just do that with our eyes wide open, under-
standing then the same facts that we understand today? I mean,
there was just a vote a few months ago.

Mr. WALKER. Senator, you are correct in saying that when the
Medicare prescription drug bill was passed, it added $8.1 trillion to
our unfunded obligations. It dug the hole much deeper. Part of the
problem is because at the time that that bill was discussed and de-
bated, Congress did not have access to its long-term cost. That has
got to change. Congress needs

Senator KOHL. Well, the administration had access to it. We
didn’t.

Mr. WALKER. I don’t know that they had the 75-year costs. There
was a difference——

Senator KOHL. It was very clear that people within the adminis-
tration knew that the cost of that was far more than what we were
told what it was. But, and finally, I end, because I know my time
is up, it is ironic and perplexing that now the President is talking
about these unfunded, probably, Social Security, and we have got
to deal with it, got to understand what it means into the future,
and if it is not dealt with, there are dire things that can occur. But
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just a few months ago when we were dealing with the Medicare sit-
uation and he and others were urging that we pass this tremen-
dous unfunded liability, there was no discussion of it in that con-
text at all. So if we are mixed up and confused and trying to under-
stand what is really happening, I hope you, at least, Mr. Walker,
can understand.

Mr. WALKER. I have for several years, Senator, said that the
Congress should have at its disposal before it passes legislation,
whether it be tax legislation or spending legislation, the estimated
long-term cost and implications of that legislation because we have
been digging the hole deeper rather than filling the hole lately.

The CHAIRMAN. Thank you, Senator Kohl.

We have been joined by Senator Clinton and Senator Lincoln. We
have each made opening statements, if you would like to make one,
please feel free to do so or we will get to you shortly on questions.

Senator Nelson, you are next.

Senator NELSON. Could you all address the question that I had
raised in my opening comments? What was changed last night?

Mr. WALKER. Do you want to go first?

Mr. HoLTZ-EAKIN. With the stipulation that we are far, far, far
from a lot of detail on what we know was proposed, we have looked
at the transcript of the speech, at the policy book that has been re-
leased, and at the transcript of a briefing which provided some
background, and I think three things stand out in contrast to Com-
mission Plan 2, which was widely discussed prior to the State of
the Union.

First is in the contributions to the plan itself, as we understand
it, there is a $1,000 cap which is now indexed to general wage
growth and which then also goes up by $100 each year in addition
to whatever wage growth there might be. So there is a rising cap
on the contributions.

Second, there is a series of phase-ins in both when the program
starts and then who is eligible to contribute to individual accounts.

Then third, in terms of the computations at the end of the work-
ing career, there are accumulations in the individual accounts that
come from contributions. In Commission Plan 2, each contribution
was, for purposes of calculating total benefits, that contribution
was assumed to have a 2-percent real return. At the end of the
working career, all these fictitious 2 percent earnings were used to
calculate offsets to the traditional benefit. That 2 percent return
has now been changed to 3 percent.

So there have been some, essentially, details on money going in,
timing of eligibility, and calculation of total benefits at the end that
look a little different from Commission Plan 2, but an enormous
3moulnt remains to be specified in terms of annuitization and many

etails.

Mr. WALKER. Senator, I would say there are still a lot of issues
that have to be addressed to figure out how you are going to pay
for the individual accounts. Commission Plan 2 provides some in-
sights, potentially, as to what the administration has in mind, but
it1 is not clear that they intend to necessarily go with Commission
Plan 2.

There are several things that I took out of last night’s State of
the Union, and I was there as you were and others. First, I heard
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the President say that if you are 55 years old or older, you will not
be affected in any way, shape, or form. Presumably, that means
that whatever the benefits people 55 and older have been promised
and in whatever form they will get it.

Second, the language that I heard appeared to say that indi-
vidual accounts would be optional. He didn’t actually use the word
optional, but that is what I inferred, at least, that it would be op-
tional for people under 55.

Senator NELSON. He said voluntary.

Mr. WALKER. Voluntary. Well, then that is optional. That tells
me it is optional. The question is

Senator NELSON. What does that mean to you?

Mr. WALKER. Well, what it means to me is that you wouldn’t
automatically have to take part of your payroll tax and use it to
fund an individual account. You might be able to stick with the
current system, and part of the question would be is if you did take
part of the payroll tax and use it for an individual account, what
would the tradeoff be? How would your defined benefit promise
otherwise be affected? That hasn’t been defined yet, and that is
something that obviously would have to be defined.

There are a number of important details that would have to be
defined before, A, you can really understand it, and second, before
you can cost it and think about what the potential implications
would be for individuals.

Senator NELSON. So we are really reacting to something that we
don’t know what the specifics are. We are having an academic dis-
cussion about various things that we might put on the table, but
at this point, we don’t know what is on the table by the President.

Mr. WALKER. Senator, I would suggest there is one thing that is
important in addition to getting the details filled out. As was men-
tioned by one of the members earlier, you can’t solve a problem
until you admit that you have a problem and I think there is work
still to be done in trying to help convince people, not only here
within Washington but outside the beltway, what is the nature, ex-
tent, magnitude, and timing of the problem and what are the rel-
ative pros and cons of acting sooner rather than later? But you are
right, a lot more details have to come out as to what the potential
solution might be and what the pros and cons of that potential so-
lution might be.

I might mention one more thing, Senator. It is very important in
analyzing reform proposals that, as we have said at GAO, you have
to look at a package. There are pros and cons of every reform ele-
ment.

The other thing is to benchmark the reform package against both
promised benefits and funded benefits, because not all promised
benefits are funded. Therefore, if somebody is to say, “Well, this
represents a cut of X percent from promised benefits.” Well, if you
are under 40, all your promised benefits aren’t funded and if you're
under 30 none of your benefits are fully funded. As a result, you
are really comparing apples and oranges unless you consider both
the funded benefits as well as the promised benefits.

Senator NELSON. You know, you talk about you don’t have a
problem unless you recognize there is a problem, and we had a
problem back in the Great Depression and it was addressed. I
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know that just on a basic set of values that we have a problem if
we don’t, and are not admonished and follow the necessities put
out in the Good Book about honor your father and your mother and
take care of the widows and orphans. I know that elderly poverty
is now 10 percent, and it is down from 35 percent in 1959, and I
sure don’t want it to go back the other way where it is increasing.
So I am going to look at this with a very, very careful eye, Mr.
Chairman.

The CHAIRMAN. Thanks, Senator.

Senator DeMint.

Senator DEMINT. Thank you. I believe I heard you say that it
confirmed what I thought that in 2018, or thereabouts—I know
there may be some difference between CBO—the real strain is
going to begin from Social Security on our general fund, that it is
going to require billions of dollars of infusion from the general fund
to supplement the current Social Security system to meet promised
benefits, that the trust fund is an accounting mechanism that just
tells us how much the general fund owes Social Security.

So there is no money there to pay and we have to come up with
new money to make good on our promises to seniors in 2018, which
I believe, as I said before, that this Congress, this Senate, and our
budget cycle three or four years from now is going to have to begin
to budget for huge amounts of transfers to Social Security. To me,
that is an urgent crisis that we need to address, particularly if we
are going to address it differently than we have before.

Mr. Walker, you talked about the fix in 1983. What did we do
to fix the program in 1983?

Mr. WALKER. Well, there were a number of reforms. I mean,
there was an increase in revenues

Senator DEMINT. How was that——

Mr. WALKER [continuing]. In payroll taxes

Senator DEMINT. An increase in payroll taxes.

Mr. WALKER. There was an increase in payroll taxes. There was
a gradual increase in the normal retirement age from 65 to 67,
phased in over a number of years.

Senator DEMINT. So a reduction of benefits.

Mr. WALKER. You could look at it that way——

Senator DEMINT. Yes, you could.

Mr. WALKER [continuing]. As many people probably did, a modi-
fication, at least. Others. Those are two that I recall right off the
top of my head. The taxation of the Social Security benefits——

Senator DEMINT. Right.

Mr. HoLTZ-EAKIN. Expanded coverage for seniors.

Mr. WALKER. That is right. There was an expansion of coverage,
as well, as to who would be covered by the Social Security system.

Senator DEMINT. Well, it is my understanding that this program
has been fixed many times that same way, is to increase the taxes
and to somehow, through raising the age or indexing, as we are
talking, as cutting the benefits. My contention is people are putting
enough in the system not to have their benefits cut. I think what
we are struggling for, is there a way to fix this system, which I
think we have established by any rational basis today that we are
in a crisis if we consider hundreds of billions of dollars, even tril-
lions, of debt that faces an unfunded liability, is there a better way
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to fix the program than cutting benefits again and raising taxes
again.

I think we are at the point now where we are taxing labor at
such a high rate, and these payroll taxes are part of it, that cor-
porations are beginning to wonder, should they locate their head-
quarters in America anymore. It is an additional tax on labor.

We are providing a poverty-level, or just barely above it, a pov-
erty-level benefit for folks who have paid into this, and I think the
program should be focused on low- and middle-income workers.

The idea of raising retirement to people who need it the most are
the ones that are most likely to have done manual labor their
whole life and are the least likely to want to continue to work well
into their old age, my hope is that we won’t look at cutting benefits
again and we won't look at raising taxes again.

For my colleagues, I think that is what we have struggled to look
at. The only solution to me appears to be, unless you are willing
for these little adjustments, which these little adjustments are al-
ways cutting benefits and raising taxes, is to make the money that
we are collecting work harder, and I think that is all the President
is talking about.

The average American family now is putting in over $5,000 a
year of taxes into Social Security, if you count the employer and
the employee side. If we can just begin to save and let compound
interest work with a part of that to supplement Social Security, it
is not going to fix the whole problem, but it could lower the finan-
cial strain, and as you said, and I think the best thing said today
is exceed the expectations of every generation.

We have got to meet our promises to seniors, and I think we
have the opportunity now to make every American a saver and in-
vestor, to begin to actually save Social Security taxes for the first
time, which I think it is interesting when I talk to groups back
home and I explain to them all this money that has been going into
it and I say, “You know, we haven’t saved one penny of that”, and
t}ﬁey smile like I am teasing them because they think we are doing
that.

But I appreciate the presentation today, just the clarity of the
financial strain that we have. I recognize that we have even a big-
ger unfunded liability with Medicare, but the solutions there will
be much more abstract. The demand on the system is much less
predictable. I think, as you said, again, Mr. Walker, this is solv-
able, but only solvable if we take it on now before we get right in
the middle of these huge deficits.

So thank you for putting the numbers to an issue we have been
talking about and I think that will help us solve the problem.

Mr. Chairman, I yield back.

The CHAIRMAN. Thank you.

Senator Clinton.

Senator CLINTON. Thank you, Mr. Chairman, for holding this
very timely hearing, and I thank our witnesses.

This is an issue that generates as much heat as light, and there
is so much emotion, ideology, that it would be very welcome to
have this debate basically run by the two of you. Let us look at the
facts, let us look at the evidence, and then let us try to reach the
appropriate conclusions.
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I must confess that I am disappointed in the President’s decision
to pursue this issue in the way that he has chosen to do so. I do
not agree there is a crisis. I agree there are some long-term chal-
lenges, as there are with every aspect of government. Addressing
those challenges requires people to work in good faith and to arrive
at solutions that will hopefully solve the problems we confront.

I have been asking myself for quite some time, what is the rea-
son for the President’s approach, which does emphasize a lot of cri-
sis language, a lot of very dramatic rhetoric, and I conclude, in
large measure, because of ideological drivers as opposed to policy
or values that are at stake.

When I look at the unfunded liabilities that we have, we compare
Social Security to $3.7 trillion, Medicare to $8.1 trillion, the tax
cuts, if extended, to $11.1 trillion. When I think about the situation
that we were in in 2001, where we had balanced our budget on a
current account basis, where we were building up a surplus, where
we had our financial destiny much more in our control than we had
had previously or that we have today, when I realize that we are
at the beck and call of foreign lenders to pump in approximately
$50 billion, give or take a month, to buy our debt, it is very dis-
couraging to me that we would take this issue, put it in isolation,
whip up a lot of scare tactics for ideological reasons, and I hope
that the American people are smarter than that.

There are steps that we could take, depending on our choices and
values, right now to deal with Social Security. We could do some
things that some in this body would call tax increases, such as roll-
ing back income tax cuts for those above a certain level of income
or retaining the estate tax at some level, that would make a big
contribution.

But what really concerns me is that the average working Amer-
ican, who has been paying in with a payroll tax into Social Secu-
rity, whether you call it a trust fund or you call it an accounting
device, it is an obligation of the U.S. Government. Those payroll
dollars have largely funded the upper-end income tax cuts and it
is, you know, a transfer of wealth. We talk about building wealth
and building ownership for middle-income and working-class peo-
ple. This is one of the biggest transfers of wealth that we have seen
in our country, and now we are sitting here talking about ripping
the rug out from under the existing social insurance system and it
is just astonishing to me that we would be having a conversation
on these terms.

What is also troubling to me is that the third of the people who
are in Social Security who receive survivor benefits and disability
payments are basically left out of this conversation. These are peo-
ple, especially on disability, for whom this is, in most instances,
their sole income. For survivors, it is often the difference between
being able to afford some luxuries for a child growing up and going
to school than not. So there is a whole third of our people on Social
Security that are being left out of this conversation.

So I think there is room to have an honest, evidence-based con-
versation about what to be done with Social Security, to raise the
issues, to have a mature conversation in the American public, and
to make some tough decisions. You know, it is a social insurance
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program. There are other ways we could incentivize wealth cre-
ation and savings.

We could, for example, as some have recommended, make 401(k)s
automatic unless you opt out. That would dramatically increase the
participation rate in 401(k)s. We could come up with different ways
of funding add-on accounts that would not go to the point of carv-
ing out payroll tax. There are ways we could address both the long-
term solvency of Social Security and we could address wealth cre-
ation and ownership.

But we are just whistling in the dark if we don’t think our long-
term fiscal situation is heading us right off a cliff, and it just is be-
yond me how people who call themselves conservative could have
the gall to support economic policies that are sending the younger
generation into the biggest deficit and debt hole that any genera-
tion has ever inherited.

So I respect greatly the purpose of this hearing and am glad we
are having it and particularly these witnesses, but if we have ever
needed an honest debate where people look really at what is hap-
pening and put it into the context of the Medicare debt and the fis-
cal debt, our trade account deficit, and then try to say to ourselves,
what are the responsible positions to take, it is now and I fear that
we are going off on this tangent on Social Security in the wrong
direction. It will make the situation worse and it will break faith
with the social insurance program that Social Security is supposed
to be.

Mr. Chairman, thank you for giving me the opportunity to vent.
[Laughter.]

The CHAIRMAN. Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman, and I would like to
add my thanks to you and to Senator Kohl for your leadership and
bringing us to a timely hearing on such a very important issue, al-
lowing us to vent, but also to discuss some of our options of what
we want to do in terms of these long-term solutions.

I was with both of these gentlemen yesterday. I am delighted to
be with you today. I am not sure if I am going to see you tomorrow,
but [Laughter.]

I am hoping that you both will be a very real part of helping us
find the solutions in the long term of how we can create solvency
in a program that truly has meant a tremendous amount to a lot
of the elderly people. Again, I want to reiterate Senator Clinton,
not forgetting the disabled community as well as the survivors of
many recipients.

I have got a couple of questions and I think I will go straight to
those. Mr. Holtz-Eakin, according to an analysis by your own CBO,
future retirees would fare worse under the Commission’s plan than
if no action were taken at all in Social Security. I think the chart
under there says the current benefit which a median wage earner
born in the 1990’s and retiring at 65 would receive $23,300 annu-
ally. If no action is taken the trust fund runs out but does not go
broke, the system does not go broke, the worker would receive
$18,000. Then under the Commission’s plan, the worker would re-
ceive only $14,500.
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So it appears from this that retirees would be worse off under
the Commission’s plan than even if no action were taken. Is that
accurate?

Mr. HoLTZ-EAKIN. Yes. Those are our estimates for the middle
quintile of the earnings distribution.

Senator LINCOLN. So, in essence, we know we have something to
do, but we also know that there is great potential to go in the
wrong direction in terms of making decisions and taking action
that could, in turn, really do more harm than good.

I guess especially concerning our younger workers, because if the
graph is correct, our younger workers would be hit twice, it ap-
pears. First, they will have a reduced benefit, and then, second,
they will be responsible for repaying additional borrowing, as Sen-
ator Clinton mentioned, this enormous pitfall of debt that we are
going to be establishing—that would be required to set up these
private accounts. Is that fair to say?

Mr. HoLTZ-EAKIN. In our estimates in the aggregate, it is the
case that the introduction of the individual accounts early on have
a negative impact on the balance in the program between receipts
and outlays, but past 2065, it switches as the accounts begin to
accumulate.

Senator LINCOLN. Sixty-five?

Mr. HoLT1Zz-EAKIN. Two-thousand-sixty-five, in the aggregate.

Senator LINCOLN. Right. So it takes us a little while to get there,
before that turnaround happens.

Mr. Walker, I appreciate your input. I understand that the Fed-
eral spending for Medicare, something we talked about yesterday,
is rising at a much faster rate than the Federal funding for Social
Security, and you have mentioned that here today. I know as a
matter of fact that the Medicare costs we see will exceed Social
Security costs by 2024, twice as much as Social Security by 2078.
In addition, the Medicare Health Insurance Trust Fund, which
alarms me enormously, will be insolvent by 2019, the year after the
general treasury is supposed to pay back that IOU to the Social Se-
curity Trust Fund that we borrowed in 1983 that Senator DeMint
brought up.

So I guess I am not trying to negate the fact that Social Security
is facing a very long-term, real financial challenge and we need to
address that, but if we were to prioritize these in terms of econom-
ics, in terms of crises that we are talking about, I don’t know, but
what has been presented almost seems to me that Medicare and
health care costs are a bigger issue. How do you see it?

Mr. WALKER. The Medicare unfunded obligations are over $27
trillion of which $8.1 trillion relates to the new prescription drug
benefit alone, as compared with $3.7 trillion for Social Security. Ar-
guably, Medicare and Medicaid are a subset of a much larger chal-
lenge, and that is the overall health care system. There are many
who believe that our health care system is in crisis and that it rep-
resents our No. 1 domestic policy challenge. I would say that other
than our large and growing fiscal imbalance, they’re right. So there
is absolutely no question.

But I would also respectfully suggest, Senator, that the nature,
extent, magnitude and emotion associated with health care is also
multiple times greater than Social Security and that, ultimately,
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there is going to have to be a comprehensive reform of the entire
system in installments which will require many years and many
tough decisions. While I would encourage the Congress to get on
with it sooner rather than later

Senator LINCOLN. On Social Security?

Mr. WALKER. On both.

Senator LINCOLN. Both.

Mr. WALKER [continuing]. I would encourage Congress to recog-
nize the totality of the challenge and the need to start getting on
with it sooner rather than later. I do honestly believe, as I said be-
fore, that while the Social Security challenge in dollar terms is
much less, that it is something where you can exceed the expecta-
tion of all generations. You can gather some momentum. You can
gain some credibility. You can enhance your confidence. There is
something to be said for that.

Senator LINCOLN. So if we are looking for legislation, don’t look
for a work of art. Let us consider it a work in progress as we do
things incrementally to improve both of these programs.

Mr. WALKER. My personal opinion, Senator, is to deal with our
large and growing fiscal gap, it is going to take a generation or
more to deal with it, and I am just being straight with you.

Senator LINCOLN. All right. Mr. Chairman, just briefly, if I may,
I am also especially concerned about the effects of privatization on
women. We know that women do live longer. They become more de-
pendent on these programs, both Medicare as well as Social Secu-
rity because of various demographic factors, some of which I have
mentioned. But they also have a greater chance of exhausting
sources of income. Social Security’s progressive benefits provide
women with some sense of economic security, and without these
benefits, I know from the statistics in Arkansas that 66 percent of
the women in Arkansas would be poor.

Do you all agree that privatization will put more women at risk?
Is that an agreeable thing to say, that women are at a far greater
risk if we don’t do this correctly than if we do—instead of doing no
harm, we do great damage?

Mr. HoLTZ-EAKIN. I think the question is, what is “this,” and 1
would echo what David said earlier about looking comprehensively
at any reform plan. The major risk comes in two pieces. The first
is longevity and the degree to which the plan includes an annuity
that is similar in type to the one that Social Security offers now,
indexed for inflation and lasting the lifetime of the recipient.

The second is the degree to which those who have adverse labor
market careers are reliant exclusively on the individual contribu-
tions to the account to fund such an annuity.

So to the extent that there are provisions somewhere else in the
plan that make sure the annuity is present and make sure that it
is of sufficient magnitude, that can be addressed.

Senator LINCOLN. Definitely, it is a part of the principles we are
espousing. I just would like to echo Senator Clinton, because in
Arkansas, nearly 40 percent—we are way above the national aver-
age of Social Security beneficiaries that are receiving those benefits
as disabled or survivors and we have not addressed that at all and
I hope that we will. I know with the leadership of these two gentle-
men and this committee, we will.




61

Thank you, Mr. Chairman. Thank you, gentlemen, for joining us.

The CHAIRMAN. Thank you very much.

Are there Senators with any further questions? If not, thank you,
gentlemen. We appreciate your contribution to this hearing. We no
doubt will be calling on you in this and other committees in the fu-
ture, as you certainly described well the problem we have to re-
solve.

We will call next our second panel. Our first witness will be
David John, research fellow, Thomas A. Roe Institute for Economic
Policy Studies of the Heritage Foundation, Washington, DC; Robert
L. Bixby, executive director of the Concord Coalition, Arlington,
VA; and John Rother, director of Policy and Strategy, American As-
sociation of Retired Persons, here in Washington, DC.

Gentlemen, thank you. David John, we will start with you. Wel-
come.

STATEMENT OF DAVID C. JOHN, RESEARCH FELLOW, THOMAS
A. ROE INSTITUTE FOR ECONOMIC POLICY STUDIES, THE
HERITAGE FOUNDATION, WASHINGTON, DC

Mr. JoHN. Thanks for having me. Chairman Smith and Senator
Kohl, thank you very much for having me. As mentioned, I am
David John. I am a research fellow at the Heritage Foundation spe-
cializing in Social Security, other retirement, corporate governance,
and other such fun topics.

Social Security has a major place, but it is only one of a number
of significant aging discussions that we need to have as a people
over the next few years. We can’t ignore the whole question of
weaknesses in both our defined benefit and defined contribution
pension plans. We can’t ignore the whole question of what is retire-
ment. Currently, it seems to be a bright line. One minute, you are
employed; the next minute, you are retired. I don’t know that as
a people we can afford that in the future. I don’t even know that
it is desirable for those of us who are going to be approaching that.
Last but not least, of course, we have medical questions. But for
the moment, let us concentrate on what is doable, which is to save
Social Security first.

Social Security, as Senator Kohl mentioned, has been an incred-
ibly successful program. My grandmother, who actually lived in
Milwaukee, financed all of her retirement based on Social Security.
However, times change and companies and programs need to
change over time, also. In 1935, U.S. Steel was one of the biggest
companies in the United States. It no longer exists, at least not
under that name. AT&T was the controller of telephones, and now
AT&T is changing. In 1935, the Chicago Cubs were in the World
Series. They lost. But times have shifted over the last 70 years. My
grandfather, for instance, was a master mechanic at Harley-David-
son at that point.

This is a debate that gets lost, unfortunately. We talk about bil-
lions and trillions and bend points and trust funds and things and
that is really not what this is all about. This is about people. This
is about not necessarily my 85-year-old father, who lives in retire-
ment. This is about my 18-year-old daughter, who is a freshman
at Villanova studying nursing.
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If the current activities continue, if we do nothing, Meredith
faces a future where she will pay 100 percent of her Social Security
taxes throughout her working life. She will pay 100 percent of her
share of a total of $5.6 trillion to repay the bonds in the Social Se-
curity Trust Fund. Ten years before she retires, if you use the So-
cial Security estimate, the same year she retires if you use the
CBO estimate, the Social Security Trust Fund runs out and essen-
tially she gets 73 cents on the dollar. That is not exactly the kind
of future I want to leave for my daughter.

This is a real problem. The trust fund is a real problem. My
daughter is thoroughly convinced that her credit card is not a real
problem because she doesn’t pay it. However, it is a major part of
the family finances, or at least it can be if she gets carried away.
[Laughter.]

If we do nothing for Social Security at this point, we will start
to run $100 billion annual deficits in 2022. Those will go up to
$200 billion annually in today’s dollars 5 years after that.

According to the Social Security Administration, doing nothing
adds $600 billion a year to the cost of reforming Social Security.
That is about $50 billion a month.

What to do? I happen to be very strongly in favor of a personal
retirement account. The simple fact is that Social Security, because
of an index change that was done during the Jimmy Carter admin-
istration, has offered my daughter significantly higher benefits
than it can afford to pay. We need a simple structure that is easy
to understand with a default fund which is something similar to a
lifestyle fund.

A lifestyle fund has most of your investments in index funds
when you are young and it gradually shifts to bonds when you are
old. What that means is that the difference between retiring in
1999 and 2000 is taken care of, essentially, because virtually all of
your money is in bonds at that point.

The future Social Security benefits will be paid from a Social Se-
curity Part A, which is the government-paid benefit, and Social Se-
curity Part B, which is a personal retirement account. There is a
fairly simple formula that would determine how much would be
paid from what.

What is key about this is that the sad fact is that only about 50
percent of the American workers have some sort of a retirement
savings plan outside of Social Security. A personal retirement ac-
count would allow these workers the opportunity to build assets.

The sad fact is that no matter what, Social Security can’t afford
to pay my daughter what it has promised her, but at least with a
personal retirement account, she has the opportunity to make up
all or most of the difference between what it promises and what it
will be able to pay.

There are a lot of other proposals out there. Let me just address
one very quickly. One of them suggests that all we have to do is
raise the payroll tax cap from $90,000 to $150,000 or $200,000 and
we have solved most of the problem. The Social Security Adminis-
tration addressed that in an October 2003 scoring memo which
found that if you completely got rid of that, which means that Don-
ald Trump gets to pay payroll taxes on 100 percent of his earnings,
what that does is to move the date where Social Security starts to
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spend more than it takes in from 2018 to 2024. If Donald Trump
is allowed, as under the current system, to receive benefits on all
of that money, then basically the $100 billion deficits in today’s dol-
lars begin in 2029, not 2022. That is scarcely saving the system.

If, on the other hand, we make a major shift in the way Social
Security is operated and we start to make Social Security into some
form of a welfare program, meaning that we are only going to pay
Donald Trump benefits on the first %90,000 of his income, and basi-
cally we are going to take all the taxes on the amount above that
and say, “Thank you,” then the $100 billion deficits start in 2031
instead of 2029 or 2022.

Essentially, small thoughts and small solutions aren’t going to
work. This is too big a problem. We need to think very seriously
outside of traditional boundaries and come up with a solution that
guarantees people like my daughter a decent retirement income.
Thank you.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. John follows:]
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T appreciate the opportunity to appear before you today to discuss the need to fix
Social Security and my broad policy recommendations for doing so. This is an extremely
important subject, and I would like to thank the Chairman and Senator Kohl for
scheduling this hearing. Let me begin by noting that while I am a Research Fellow at the
Heritage Foundation, the views that I express in this testimony are my own, and should
not be construed as representing any official position of the Heritage Foundation. In
addition, the Heritage Foundation does not endorse or oppose any legislation.

Secial Security in the larger context of retirement security

Social Security is an extremely important part of a larger debate about retirement
and overall retirement security. As the basis for retirement income security in this
country, it is difficult to over-emphasize its important, but it is still only part of a Jarger
debate.

In addition to discussing Social Security, both Congress and our society need to
have a serious exarmination of a number of other questions. In the short run, we need to
also examine our country’s defined contribution and defined benefit pension systems.
Defined benefit programs are often seriously under funded, while the participation levels
in Defined contribution plans leaves much to be desired.

In the longer run, we also need to re-examine the entire notion of retirement.
Today, it seems like a bright line that sharply defines the difference between a 9-to-5
world or work, and a life of unscheduled leisure. In the future, it is likely to become a
process that gradually transitions between full-time employment through some form of
part-time employment to a life where work is an option. It will be important to re-
examine our retirement systems to eliminate disincentives to working after a set age.

Then, of course, there is the question of medical care and its cost. This is both
larger than the pension related issues, and much more complex. Hopefully, the
experience and working relationships built during the Social Security debate will allow
for a more bipartisan discussion of what to do about medical care.

The consequences of delaying action

Fixing Social Security is not important to my 85 year old father or 83 year old
mother, both of whom live in retirement in South Carolina. Their retirement security is
guaranteed by both Social Security and the President’s pledge never to reduce their
benefits. It is also not important to me, a baby boomer, as there will be plenty of assets
available to pay my benefits. However, it is essential to my 18 year old daughter
Meredith. A freshman nursing student, she faces a future where she will pay 100 percent
of her Social Security taxes throughout her working life in addition to her share of paying
the $5.7 trillion that will be needed to repay the bonds in the Social Security trust fund
between 2018 and 2042. Then, about 10 years before she is to retire, the trust fund runs
out, and she faces immediate 27 percent plus benefit cuts. Again, this debate is not about
my parents, it is about younger people like my daughter.
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Doing nothing to fix Social Security will only increase the eventual cost of fixing
the system. Every year that passes means one less year of Social Security surpluses that
could be used to help reduce the cost of reform. The key date to remember in deciding
the appropriate time horizon for taking action is 2018, when the system is expected to
begin to run annual cash flow deficits.

The Social Security “trust fund” is essentially a bookkeeping system through
which the government lends money to itself.

There is no pool of actual assets that is being reserved to pay the benefits of future
retirees. The Social Security trust fund contains nothing more than IOUs (in the form of
special issue U.S. Treasury bonds), which the federal government can repay only though
higher taxes, massive borrowing, or massive cuts in other federal programs. While many
workers thought that the system’s annual surpluses were being used to build up a reserve
for baby boomers, the federal government has been spending this money to fund other
government programs and to reduce the government debt.

According to the Social Security Administration, in less than 5 years the size of
the Social Security surplus will begin to drop, and in less than 15 years, Social Security
will begin to run a deficit requiring it to begin cashing the IOUs. Hence, the government
will need to find additional money just to repay the bonds as Social Security cashes them.
Between 2018 and 2042, the government will have to make up for a total funding deficit
of over $5 trillion (in today’s dollars without inflation)..

In the private sector, trust funds are invested in real assets ranging from stocks
and bonds to mortgages and other financial instruments. Assets are used only for
specifically designated purposes, and the fund managers are held accountable if the
money is mismanaged. Funds are managed in order to maximize earnings within a
predetermined risk level. Investments are chosen that will provide cash at set intervals,
allowing the private trust fund to pay its obligations.

The Social Security trust funds are very different. As a report from the federal
Office of Management and Budget (OMB) during the Clinton Administration noted:

The Federal budget meaning of the term “trust” differs significantly from the
private sector usage.... [T]he Federal Government owns the assets and earnings of
most Federal trust funds, and it can unilaterally raise or lower future trust fund
collections and payments or change the purpose for which the collections are

used. Office of Management and Budget, Budget of the United States Govemrment, Fiscal Year 2000: Analytical
Perspectives (Washington, D.C.: U.S. Govemment Printing Office, 1899), p. 335, at
www.whitehouse. gov/iomb/budget/fy2005/pdi/spec.pdf (Sep 23, 2004).

Furthermore, Social Security trust funds are “invested” exclusively in a special
type of Treasury bond that can only be issued to and redeemed by the Social Security
Administration. According to a Congressional Research Service report,
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[Wlhen the government issues a bond to one of its own accounts, it hasn’t
purchased anything or established a claim against another entity or person. It is

simply creating a form of IOU from one of its accounts to another. bavid Koitz, “Social
Security Taxes: Where Do Surplus Taxes Go and How Are They Used?” Congressional Research Service, March 31,
1699, p. 3, at www.concordcoalition.orglentith 042998.htrl (September 28, 2004),

According to OMB, this situation allows funds to appear on the books while in
reality they are unavailable:

These [trust fund] balances are available to finance future benefit payments and
other trust fund expenditures—but only in a bookkeeping sense. These funds are
not set up to be pension funds, like the funds of private pension plans. They do
not consist of real economic assets that can be drawn down in the future to fund
benefits. Instead, they are claims on the Treasury, that, when redeemed, will have
to be financed by raising taxes, borrowing from the public, or reducing benefits or
other expenditures. The existence of large trust fund balances, therefore, does not,

by itself, make it easier for the government to pay benefits. Office of Management and
Budget, Analytical Perspectives, p. 337.

In short, the Social Security trust funds are only an accounting mechanism. They
show how much the government has borrowed from Social Security, but do not provide
any way to finance future benefits. It is true that these bonds are legal obligations, and
will be repaid on schedule, but it is not true that they contain the cash necessary to pay
benefits.

Thus, while Social Security has enough paper assets to finance benefits until
2042, the reality is quite different. Social Security will have enough cash to pay benefits
only until 2018. After that, the program will have to rely on ever-growing amounts of
additional tax dollars to pay promised benefits.

Broad prescriptions for fixing Social Security

There are only three real solutions to Social Security’s rapidly approaching fiscal
problems: raise taxes, reduce spending, or make the current payroll taxes work harder by
investing them through some form of personal retirement account (PRA).

Establishing PRAs is the only solution that will also give future retirees the
opportunity to receive an improved standard of living in retirement. These accounts
would give them more control over how to structure their income and allow them to build
anest egg that could be used for emergencies during retirement, used to start a business,
or left to their families. However, establishing PRAs will be complex and—as experience
from other countries shows—will require careful planning.

Any plan to fix Social Security should:
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Improve the retirement income of future retirees without reducing the
benefits of current retirees or those close to retirement. Social Security reform
should not reduce the benefits of today’s retirees or those close to retirement.

Add voluntary PRAs that include a savings/ nest egg component to the
current system. In the future, Social Security retirement benefits should come
from both the current government-paid program, which would become Social
Security Part A, and from the individual worker’s PRA, which would be known
as Social Security Part B.

Reduce the unfunded burden that today’s Social Security system will impose
on future generations. A sensible reform would reduce the benefits promised to
younger workers to more affordable levels while also allowing them the
opportunity to make up the difference through investment earnings. Continuing to
promise those who are a long way from retirement more than Social Security can
realistically deliver only makes the system unstable by pushing the burden of
paying for it onto future generations.

Having said that, to set up a workable PRA system, Congress needs to:

Create an account structure that uses a portion of existing payroll taxes and
allows workers of all income levels an opportunity to build family nest eggs.
PRAs would be voluntary and would not affect current retirees in any way.
Workers would own their Social Security PRAs, which would be funded by
directing a portion of their Social Security retirement taxes into their PRAs.
About 5 percent of income would be best, but the directed portion shouid not be
less than 2 percent or more than 10 percent. The larger the account, the more
likely that it could pay for all or a substantial portion of workers’ retirement ben-
efits without requiring more than a token amount of funding through the existing
government-paid system.

Create a simple, low-cost administrative structure for the accounts that uses
the current payroll tax system and professional investment managers.
Probably the simplest and cheapest structure would be the existing payroll tax
system. Rather that having the government invest PRA money, the agency over-
seeing the accounts should contract out fund management to professional fund
managers.

Create a carefully controlled set of investment options that includes an
appropriate default option. Initially, workers would be allowed to put their PRA
contributions into any one of three balanced and diversified mixes of stock index
funds, government bonds, and similar pension-grade investments. The default
fund for workers who do not make a choice would be a lifestyle fund in which the
asset mix changes with the age of the worker. Younger workers would be invested
fairly heavily in stock index funds; but as they age, their funds would
automatically gradually shift toward a portfolio that includes a substantial
proportion of bonds and other fixed-interest investments. This would allow
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workers who are far from retirement to grow with the economy while older
workers would lock in that growth with a portfolio made up predominantly of
lower-risk investments.

» Adjust Social Security benefits to a more sustainable level for future
generations. Despite promises from both the left and the right to pay promised
benefits in full, this is simply not realistic. While current retirees and those close
to retirement should receive every cent that they are due, future benefit promises
must be scaled back to more realistic levels.

+ Create a realistic plan for paying the general revenue cost of establishing a
PRA system. The necessary money will have to come from some combination of
four sources: borrowing additional money, collecting more general revenue and
other taxes, reducing other government spending, and reducing Social Security
benefits more than is required under current law or in the reform plans. While
some Representatives and Senators will be tempted to cover Social Security’s
deficits with higher taxes, this is the wrong approach. The necessary amounts are
so large that such a tax increase would consume enough resources to harm the
economy.

» Create a system that allows workers flexibility in structuring their retirement
benefits while ensuring that they receive an adequate monthly benefit. To
protect both the retiree and the taxpayer, a PRA plan should require all retirees to
use some of their PRAs to purchase annuities that would guarantee at least a
minimal level of income for life, including an adjustment for inflation. This would
protect taxpayers from retirees who would otherwise spend their entire PRAs,
expecting some form of government handout to meet their monthly expenses.

One approach that will not work:

Some opponents of establishing PRAs, such as Representative Charles Rangel (D-
NY), argue that “There is no crisis” in Social Security’s funding that demands wholesale
reform and that Social Security’s shortfall is only a “challenge” that can be addressed by
making small changes to the current program.

One such change that has been proposed would be to raise payroll taxes enough to
render Social Security solvent. Opponents of real reform are right that raising payroll
taxes could close a portion of Social Security’s funding gap, but they are wrong in saying
that doing so would require only a small change. Raising payroll taxes would make
Social Security a worse deal for millions of working Americans, harm the economy, and
cost thousands of jobs, and still would not fix Social Security.

The Social Security’s Trustees estimate in their most recent annual report that
increasing the payroll tax by 1.89 percentage points, to 14.29 percent in total, would be
sufficient to make Social Security’s Old Age, Survivors, and Disability programs solvent.
This is the sort of “small change” that opponents of reform paint as a reasonable solution
to Social Security’s developing crisis.
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The average worker might disagree. If payroll taxes were increased by 1.89
percentage points, a worker earning $35,000 would forego an additional $662 in pay
every year. Raising payroll taxes by 1.89 percentage points would cost this worker, on
average:

« As much as he spends on gasoline over three months;

* As much as he spends in two and a half months on clothing;

» As much as he spends in one month on food for consumption at home; or

+ As much as he spends in two months on food outside of the home.
In other words, this “small change” in the payroll tax would have a major impact on most
workers’ household budgets.

Using the Global Insight U.S. Macroeconomic Model, economists at The Heritage
Foundation’s Center for Data Analysis simulated a 1.89 percentage point increase in the
payroll tax.

It should be no surprise that a tax increase of this magnitude would increase the
cost of labor in the economy and thereby have an impact on jobs. The CDA study found
that a 1.89 percentage point increase in the payroll tax would reduce potential
employment by 277,000 jobs per year, on average, over the next 10 years relative to the
baseline,

There are spillover effects on economic growth as well. Increasing the payroll tax
would reduce U.S. gross domestic product (GDP), a broad measure of economic activity,
by $34.6 billion per year, on average, over the next 10 years.

Overall, raising the payroll tax would have a major impact on U.S. households.
On average, every American would have $302 less in disposable income per year for
each of the next 10 years, amounting to over $1,200 per year for a family of four.
Personal savings would also decline in the aggregate by $46.9 billion per year, on
average, over the next 10 years. Ironically, this decline in savings would make worse the
very problem that Social Security is intended to fix-—workers retiring with insufficient
savings.

But the problem is even more fundamental: Social Security’s very structure is
such that even all this sacrifice would not be enough to save it. Currently, the system is in
a cash-flow surplus, which means that it takes in every year more money in taxes than it
pays out. But these extra funds don’t really accumulate. Instead, the government spends
them and issues the Social Security Trust Fund special bonds, which are really just IOUs
to pay back the money at a later date.

According to Social Security’s Trustees, the system is set to have a negative cash
flow beginning in 2018. To pay out promised benefits, it will have to cash in the
government's JOUs, and the money to pay them will have to come from somewhere—
either higher general revenue taxes (e.g., income taxes), lower government spending, or,
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ironically, more government debt. Because of the way the Trust Fund operates, raising
payroll taxes would only delay the date when Social Security’s cash flow goes negative.
Future tax increases or benefit cuts would still be on the table.

Other “small” changes

Several other “small” fixes have been proposed that supposedly would save the
program. These range from raising the payroll tax cap above the current $90,000
threshold, to government investment of the trust fund, to forcing state and local workers
who are currently outside the Social Security system to participate.

Each of these has major negatives. For instance, an October 20, 2003 SSA
scoring memo showed that eliminating the payroll tax cap completely would only delay
Social Security’s cash flow deficits from 2018 to 2024 or 2025. If SSA paid benefits on
these additional earnings, it would start to run deficits that exceeded $100 billion a year
(in 2003 dollars) starting in 2029, only seven ears later than the current estimates of 2022.
On the other hand, if SSA taxed all earnings, but only paid benefits on income up to the
current payroll tax cap (which would be a large step into turning the program into a
welfare program), those $100 billion annual deficits would begin in 2031.

Each of the other proposals for “small” fixes has similar problems, ranging from
major conflict of interest problems for government investment of the trust fund, to the
wisdom of forcing state and local workers who are happy with their current non-Social
Security retirement plan to join Social Security. Is forced participation in a system that is
likely to pay these workers lower benefits than they would receive otherwise really an
appropriate way to fix Social Security?

Conclusion.

1t is not fair either to force senior citizens into poverty because of low Social
Security benefits or to beggar their children and grandchildren by requiring them to pay
for unrealistic promises. Establishing Social Security PRAs is the only way to avoid both
of these extremes.

Because PRAs would earn higher returns than the current system can afford to
pay, they could preserve retirement benefits at a sustainable level and reduce the
unfunded promises imposed on future generations. However, PRAs are not a magic
bullet. To work properly, a PRA system must be carefully structured and administered.
The system must neither promise more than it can reasonably be expected to deliver in
benefits nor attempt to hide its true cost through budget tricks.

Thank you for giving me the opportunity to testify. 1look forward to your
questions.
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The CHAIRMAN. Robert Bixby, welcome.

STATEMENT OF ROBERT L. BIXBY, EXECUTIVE DIRECT